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CREDIT  DEREGULATION  AND  AVAILABILITY 
ACT  OF  1981 


THURSDAY,  JULY  9,  1981 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Financial  Institutions, 

Washington,  D.C. 
The  subcommittee  met  at  9:35  a.m.  in  room  5302  of  the  Dirksen 
Senate  Office  Building;  Senator  John  Tower,  chairman  of  the  sub- 
committee, presiding. 

Present:  Senators  Tower,  Lugar,  Dodd,  and  Dixon. 

OPENING  STATEMENT  OF  SENATOR  TOWER 

Senator  Tower.  Will  the  committee  please  come  to  order. 

Today  we  are  considering  S.  1406,  the  Credit  Deregulation  and 

Availability  Act  of  1981,  and  S.  963,  a  bill  to  amend  the  Depository 

Institutions  Deregulation  and  Monetary  Control  Act  of  1980.  The 

fiurpose  of  both  bills  is  to  alleviate  many  of  the  marketplace  prob- 
ems  created  by  overly  restrictive  interest  rate  ceilings. 

S.  1406  would  completely  preempt  all  State  usury  ceilings  on 
consumer,  agricultural,  and  business  credit,  and  would  also  elimi- 
nate the  Federal  ceiling  that  controls  the  rate  of  interest  that  can 
be  charged  by  Federal  credit  unions.  This  bill  would  continue  the 
precedent  set  by  the  Depository  Institutions  Deregulation  Act  of 
1980,  of  decontrolling  interest  rates,  and  would  thereby  free  up  the 
marketplace  for  all  types  of  credit  transactions. 

S.  963  contains  a  more  limited  preemption,  and  would  set  an 
alternative  Federal  ceiling  for  all  loans. 

The  legislators  of  my  State,  Texas,  have  recognized  the  detrimen- 
tal effects  of  limited  credit  availability  created  by  restrictive  usury 
ceilings,  and  have  taken  responsible  action  to  alleviate  the  prob- 
lem. This  May,  Texas  enacted  legislation  which  allows  the  interest 
rate  ceiling  on  most  personal,  automobile,  and  similar  loans  to  rise 
to  as  much  as  24  percent  annually.  In  fact,  more  and  more  States 
are  now  beginning  to  revise  their  usury  ceilings  upward. 

However,  restrictive  interest  rate  ceilings  continue  to  be  a  prob- 
lem of  national  scope  and  importance.  Although  many  States  have 
acted  to  alleviate  the  problems  of  scarce  credit  by  raising  permissi- 
ble interest  rates  to  some  degree,  several  of  them  continue  to  have 
overly  restrictive  interest  rate  ceilings  which  disrupt  and  distort 
the  marketplace,  both  within  and  outside  their  respective  States. 

I  look  forward  to  the  testimony  that  will  be  presented  today,  and 
the  insight  it  will  give  us  into  the  issue  of  interest  rate  ceilings  and 
the  Federal  preemption  of  such  ceilings. 

[Copies  of  the  two  bills  being  considered  and  the  opening  state- 
ment of  Chairman  Gam  follow:] 

(1) 


D,g,t,zedbyG00gIe 


S.963 


u  of  certain  State  usury  f pilings. 


IN  THE  SENATE  OF  THE  UNITED  STATES 
Apbil  9  (legislative  day,  Fbbbuabt  16),  1BB1 
Mr.  Bumpbbb  (for  himself  and  Mr.  Pbyob)  introduced  the  following  bill;  which 
vu  read  twice  and  referred  lo  the  Committee  on  Banking,  Hauling,  and 

Urban  Affairi 


A  BILL 

To  Authorize  loans  at  interest  rates  in  excess  of  certain  State 
usury  ceilings. 

1  Be  it  enacted  by  the  Senate  and  House  of  Represenla- 

2  twee  of  the  United  States  of  America  in  Congress  assembled, 

3  That  title  V  of  the  Depository  Institutions  Deregulation  and 

4  Monetary  Control  Act  of  1980  ia  amended  by  adding  at  the 

5  end  thereof  the  following: 

6  "Past  D — Qenebal  Usuby  Ovebbide 

7  "OTHEB  LOANS 

8  "Sec.  531.  (a)  If  the  applicable  rate  prescribed  in  (Jus 

9  section  exceeds  the  rate  a  person  would  be  permitted  to 
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1  charge  in  the  absence  of  this  section,  such  person  may  in  the 

2  case  of  any  loan,  notwithstanding  any  State  constitution  or 

3  statute  which  is  hereby  preempted  for  the  purposes  of  this 

4  section,  take,  receive,  reserve,  and  charge  on  any  such  loan, 

5  interest  at  a  rate  of  not  more  than  1  per  centum  in  excess  of 

6  the    discount    rate,    including    any    surcharge    thereon,    on 

7  ninety-day  commercial  paper  in  effect  at  the  Federal  Reserve 

8  bank  in  the  Federal  Reserve  district  where  the  person  is  lo 

9  cated. 

10  "(b)  If  the  rate  prescribed  in  subsection  (a)  exceeds  the 

11  rate  such  person  would  be  permitted  to  charge  in  the  absence 

12  of  this  section,  and  such  State  imposed  rate  is  thereby  pre- 

13  empted  by  the  rate  described  in  subsection  (a),  the  taking, 

14  receiving,  reserving,  or  charging  a  greater  rate  than  is  al- 

15  lowed  by  subsection  (a),  when  knowingly  done,  shall  be 

16  deemed  a  forfeiture  of  the  entire  interest  which  the  loan  car- 

17  ries  with  it,  or  which  has  been  agreed  to  be  paid  thereon.  If 

18  such  greater  rate  of  interest  has  been  paid,  the  person  who 
Id  paid  it  may  recover,  in  a  civil  action  commenced  in  a  court  of 

20  appropriate  jurisdiction  not  later  than  two  years  after  the 

21  date  of  such  payment,  an  amount  equal  to  twice  the  amount 

22  of  interest  paid  from  the  person  taking,  receiving,  reserving, 

23  or  charging  such  interest. 

24  "(c)  For  the  purpose  of  this  part— 
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1  "(1)  the  term  'loan'  includes  all  secured  and  unse- 

2  cured  loans,  credit  sales,  forbearances,  advances,  re- 

3  newals  or  other  extensions  of  credit  made  by  or  to  any 

4  person  or  organization; 

5  "(2)  the  term  'interest'  includes  any  compensa- 

6  tion,  however  denominated,  for  a  loan; 

7  "(3)  the  term  'organization'  means  a  corporation, 

8  government   or   governmental    subdivision   or  agency, 

9  trust,  estate,  partnership,  cooperative,  association,  or 

10  other  entity;  and 

11  "(4)  the  term  'person'  means  a  natural  person  or 

12  organization. 

13  "effective  date  of  paet  d 

14  "Sec.  532.  (a)  The  provisions  of  this  part  shall  apply 

15  only  with  respect  to  loans  made  in  any  State  during  the 

16  period  beginning  on  July  1,  1981,  and  ending  on  the  earlier 

17  of— 

18  "(1)  April  1,  1983,  or 

19  "(2)  the  date,  on  or  after  July  1,  1981,  on  which 

20  such  State  adopts  a  law  or  certifies  that  the  voters  of 

21  such  State  have  voted  in  favor  of  any  provision,  consti- 

22  tutional  or  otherwise,  which  states  explicitly  and  by  its 

23  terms  that  such  State  does  not  want  the  provisions  of 

24  this  part  to  apply  with  respect  to  loans  made  in  such 

25  State, 
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1  except  that  such  provisions  shall  apply  to  any  loan  made  on 

2  or  after  such  later  date  pursuant  to  a  commitment  to  make 

3  such  loan  which  was  entered  into  on  or  after  July  1,  1981, 

4  and  prior  to  such  later  date. 

5  "(b)  A  loan  shall  be  deemed  to  be  made  on  or  after  July 

6  1,  1981,  if  such  loan— 

7  "(1)  is  funded  or  made  in  whole  or  in  part  after 

8  July  1,   1981,  regardless  of  whether  pursuant  to  a 

9  commitment  or  other  agreement  therefor  made  prior  to 

10  July  1,  1981; 

11  "(2)  was  made  prior  to  July  1,  1981,  and  bears 

12  or  provides  for  interest  on  or  after  July  1,  1981,  on 

13  the  outstanding  amount  thereof  at  a  variable  or  fluctu- 

14  ating  rate;  or 

15  "(3)  is  a  renewal,  extension,  or  other  modification 

16  made  on  or  after  July  1,  1981,  of  any  loan,  if  such 

17  renewal,  extension,  or  other  modification  is  made  with 

18  a  written  consent  of  any  person  obligated  to  repay 

19  such  loan. 

20  "(c)  This  part  does  not  apply  to  any  loan  secured  by  a 

21  residential  manufactured  home  unless  the  loan  meets  the  re- 

22  quirements  of  section  501(c).". 

O 
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97th  CONGRESS 


congress         c      A  A  t\t* 
Sbsbion  J^    14UO 


To  amend  the  Depoiitory  Institutions  Deregulation  and  Monetary  Control  Act  of 


IN  THE  SENATE  OF  THE  UNITED  STATES 

Junb  22  (legislative  day,  June  1),  I9SI 
Mr.  Luoah  (for  himself,  Mr.  Oak;,-.  Mr.  Pkoxuike.  and  Mr.  D'AmatO)  intro- 
duced the  following  bill;  which  wu  read  twice  and  referred  to  the  Committer 
on  Banking,  Housing,  and  Urban  Affairs 


A  BILL 

To  amend  the  Depository  Institutions  Deregulation  and 
Monetary  Control  Act  of  1980. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  floes  of  the  United  States  of  America  in  Congress  assembled, 

3  That  this  Act  may  be  cited  as  the  "Credit  Deregulation  and 

4  Availability  Act  of  1981". 

5  TITLE  I-BIISINESS  AND  AGRICULTURAL 

6  CREDIT 

7  Sec.  101.  Section  511  of  the  Depository  Institutions 

8  Deregulation  and  Monetary  Control  Act  of  1980  (94  Stat. 

9  161;  Public  Law  96-221)  is  amended  to  read  as  follows: 
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1  "SbC.  511.  (a)  The  provisions  of  the  constitution  or  the 

2  laws  of  any  State  prohibiting,  restricting,  or  in  any  way  limit- 

3  ing  the  rate,  nature,  type,  amount  of,  or  the  method  of  calcu- 

4  lating   or   providing   or  contracting   for   interest,    discount 

5  points,  a  time  price  differential,  finance  charges  or  other  fees 

6  or  charges  that  may  be  charged,  taken,  received,  or  reserved 

7  shall  not  apply  in  the  case  of  business  or  agricultural  credit. 

8  "(b)  'Agricultural  credit'  means  credit  extended  primar- 

9  ily  for  agricultural  purposes  to  a  person  that  cultivates, 

10  plants,  propagates,  or  nurtures  an  agricultural  product.  'Ag- 

11  ricultural  purposes'  include  the  production,  harvest,  exhibi- 

12  tion,  marketing,  transportation,  processing,  or  manufacturing 

13  of  an  agricultural  product  and  the  acquisition  of  farmland, 

14  real  property  with  a  farm  residence  and  personal  property 

15  and  services  used  primarily  in  farming.  'Agricultural  product' 

16  includes  agricultural,  horticultural,  viticultural,  and  dairy 

17  products,  livestock,  wildlife,  poultry,  bees,  forest  products, 

18  fish  and  shellfish  and  any  products  thereof,  including  proc 

19  eased  and  manufactured  products  and  any  and  all  products 

20  raised  or  produced  on  farms  and  any  processed  or  manuiac- 

21  tured  products  (hereof. 

22  "(c)  'Business  credit'  means  credit  extended  primarily 

23  for  business  or  commercial  purposes,  including  investment, 

24  and  any  credit  extended  to  a  person  other  than  a  natural 

25  person. 
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1  "(d)  'Credit'  includes  all  secured  and  unsecured  lotos, 

2  credit  sales,  forbearances,  advances,  renewals  and  other  ei- 

3  tensions  of  credit.". 

4  Sec.  102.  Section  512  of  the  Depository  Institutions 

5  Deregulation  and  Monetary  Control  Act  of  1980  is  amended 

6  to  read  as  follows: 

7  "Sec.  512.  (a)  Except  as  provided  in  subsection  (b)  of 

8  this  section,  the  provisions  of  this  part  shall  apply  with  re- 

9  spect  to  business  and  agricultural  credit  extended  on  or  after 

10  April  1,  1980. 

11  "(b)  The  provisions  of  this  part  shall  not  apply  to  any 

12  business  or  agricultural  credit  extended  in  any  State  after  the 

13  effective  date  (if  such  effective  date  occurs  on  or  after  April 

14  1,  1980,  and  prior  to  three  years  after  the  effective  date  of 

15  the  Credit  Deregulation  and  Availability  Act  of  1981)  of  a 

16  State  law  or  a  certification  that  the  voters  of  such  State  have 

17  voted  in  favor  of  any  provision,  constitutional  or  otherwise, 

18  which  states  explicitly  and  by  its  terms  that  such  State  does 

19  not  want  the  provisions  of  this  part  to  apply  with  respect  to 

20  credit  extensions  subject  to  the  laws  of  such  State,  except 

21  that  such  provisions  shall  apply  to  any  credit  extended  on  or 

22  after  such  date  pursuant  to  a  commitment  to  extend  such 

23  credit  which  was  entered  into  on  or  after  April  1,  1980,  and 

24  prior  to  such  later  date. 
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1  "(c)  Credit  shall  be  deemed  to  be  extended  during  the 

2  period  to  which  this  provision  applies  if  such  credit  exten- 

3  sion — 

4  "UXAXi)  is  funded  or  made  in  whole  or  in  part 

5  during  such  period,  regardless  of  whether  pursuant  to  a 

6  commitment  or  other  agreement  therefor  made  prior  to 

7  April  1,  1980; 

8  "(ii)  was  made  prior  to  or  on  April  1,  1980,  and 

9  bears  or  provides  for  interest  during  such  period  on  the 

10  outstanding  amount  thereof  at  a  variable  or  fluctuating 

11  rate;  or 

12  "(iii)  is  a  renewal,  extension,  or  other  modification 

13  of  an  extension  of  credit  made  prior  to  April  1,  1980, 

14  and  such  renewal  or  extension  or  other  modification  is 

15  made  during  such  period  with  the  written  consent  of 

16  any  person  obligated  to  repay  such  credit;  and 

17  "(BXi)    has    an    original    principal    amount    of 

18  $25,000  or  more  ($1,000  or  more  on  or  after  the  date 

19  of  enactment  of  the  Housing  and  Community  Develop- 

20  ment  Act  of  1980  or  any  amount  on  or  after  the  date 

21  of  enactment  of  the  Credit  Deregulation  and  Availabil- 

22  ity  Act  of  1981);  or 

23  "(ii)  is  part  of  a  series  of  advances  if  the  aggre- 

24  gate  of  all  sums  advanced  or  agreed  or  contemplated  to 

25  be  advanced  pursuant  to  a  commitment  or  other  agree- 


D,g,t,zedbyG00gIe 


10 


5 

1  ment  therefor  is  $25,000  or  more  ($1,000  or  more  on 

2  or  after  the  dale  of  enactment  of  the  Housing  and 

3  Community  Development  Act  of  1980  or  any  amount 

4  on  or  after  the  date  of  enactment  of  the  Credit  Dereg- 

5  ul&tion  and  Availability  Act  of  1981);  or 

6  "(2)  is  a  renewal,  extension,  other  modification  or 

7  use  of  a  credit  agreement  or  extension  made  during 

8  such  period,  including  an  agreement  entered  during 

9  that   period   that   contemplates   future   extensions   of 

10  credit  from  time  to  time  in  which  the  charges  that  are 

11  assessed  for  or  in  connection  with  credit  are  calculated 

12  from  time  to  time,  in  whole  or  in  part,  on  the  basis  of 

13  the  outstanding  balance  and  the  credit  is  extended  not 

14  later  than  eighteen  months  after  the  effective  date  of 

15  the  State  law  or  certification.". 

1G  TITLE  H— CONSUMER  CREDIT 

17  Sec.  201.  Title  V  of  the  Depository  Institutions  Dereg- 

18  ulation  and  Monetary  Control  Act  of  1980  (94  Stat.  161; 

19  Public  Law  96-221)  is  amended  by  adding  at  the  end  thereof 

20  the  following  new  subpart: 

21  "Paht  D — Consumer  Credit 

22  "Sec.  531.  The  provisions  of  the  constitution  or  laws  of 

23  any  State  prohibiting,  restricting,  or  in  any  way  limiting  the 

24  rate,  nature,  type,  amount  of,  or  the  manner  of  calculating  or 

25  providing  or  contracting  for  covered  charges  that  may  be 
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1  charged,  taken,  received  or  reserved  shall  not  apply  to  an 

2  extension  of  consumer  credit  made  by  a  creditor. 

3  "Sec.  532.  (a)  As  used  in  this  part,  the  terms  set  forth 

4  below  shall  be  defined  as  follows: 

5  "(1)  'Covered  charges'  means — 

ft  "(A)  interest,  discount  points,  a  time  price 

7  differential,  fees,  charges  or  any  other  compensa- 

8  tion  paid  to  the  creditor  or  arising  out  of  the 

9  credit  agreement  or  transaction  for  the  use  of 
credit  or  credit  services.  The  term  shall  not  in- 
clude, however,  fees,  charges  or  other  amounts 
paid  to  the  creditor  or  arising  out  of  the  credit 
agreement  or  transaction  that  are  paid  or  arise 
solely  as  the  result  of  the  failure  or  refusal  of  the 

5  debtor  to  comply  with  the  terms  and  conditions  of 

6  the  debtor's  agreement  with  the  creditor;  and 
"(B)  fees  or  charges  paid  for  the  availability 

of  credit,  payment  mechanism  services,  or  for  sim- 
ilar purposes,  including  periodic,  transaction  and 

20  access  fees. 

21  "(2)  'Credit'  includes  all  secured  and  unsecured 

22  loans,  credit  sales,  forbearances,  advances,  renewals 

23  and  other  extensions  of  credit,  all  without  regard  to  the 

24  nature  of  any  property  that  might  secure  its  repay- 

25  ment. 
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1  "(3|  'Creditor'  means  any  person  that  regularly 

2  makes  extensions  of  consumer  credit,  which,  for  pur- 

3  poses  of  this  definition,  shall  include  extensions  of  cred- 

4  it  that  are  subject  to  the  provisions  of  section  501(a)  of 

5  this  title.  A  person  is  not  a  'creditor'  with  respect  to  a 

6  specific  extension  of  consumer  credit  if,  except  for  this 

7  part,  in  order  to  assess  or  collect  covered  charges  in 

8  connection  with  that  transaction,  the  person  would  be 

9  required  to  comply  with  licensing  requirements  imposed 

10  under  State  law,  unless  such  person  is  licensed  under 

11  applicable  State  law  and  such  person  remains,  or  be- 

12  comes,    subject  to  the  applicable   regulatory  require- 

13  merits  and  enforcement  mechanisms  provided  by  State 

14  law. 

15  "(4)  'Extension  of  consumer  credit'  means  any 

16  credit  extended  to  a  natural  person  primarily  for  per- 

17  sonal,  family,  or  household  purposes,  except  that  it 

18  does  not  include  credit  subject  to  the  provisions  of  sec- 

19  tion  501(a)  of  this  title. 

20  "Sec.  533.  (a)  Except  as  provided  in  subsection  (b)  of 

21  this  section,  the  provisions  of  section  531  shall  apply  with 

22  respect  to  any  extension  of  consumer  credit  made  by  a  credi- 

23  tor  on  or  after  the  effective  date  of  the  Credit  Deregulation 

24  and  Availability  Act  of  1961. 
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1  "(bXD  The  provisions  of  section  531  shall  not  apply  to 

2  any  extension  of  consumer  credit  in  any  State  made  on  or 

3  after  the  effective  date  (if  such  effective  date  occurs  on  or 

4  after  the  effective  date  of  the  Credit  Deregulation  and  Avail- 

5  ability  Act  of  1981  and  prior  to  a  date  three  years  after  auch 

6  effective  date)  of  a  State  law  or  a  certification  that  the  voters 

7  of  such  State  have  voted  in  favor  of  any  provision,  conatitu- 

8  tional  or  otherwise,  which  states  explicitly  and  by  its  terms 

9  that  such  State  does  not  want  the  provisions  of  this  part  to 

10  apply  with  respect  to  extensions  of  consumer  credit  subject  to 

11  the  laws  of  such  State,  except  that  such  provisions  shall 

12  apply  to  any  consumer  credit  extended  on  or  after  such  date 

13  pursuant  to  an  agreement  to  extend  such  credit  which  was 

14  entered  into  on  or  after  the  effective  date  of  the  Credit  De- 

15  regulation  and  Availability  Act  of  1981  and  prior  to  such 

16  later  date. 

IT  "(2)  Credit  shall  be  deemed  to  have  been  extended 

18  during  the  period  to  which  this  provision  applies,  if  it — 

19  "(A)  is  funded  or  extended  in  whole  or  in  part 

20  during  such  period,  regardless  of  whether  pursuant  to  a 

21  commitment  or  other  agreement  therefor  made  prior  to 

22  that  period; 

23  "(B)  was  made  prior  to  such  period  and  bears  or 

24  provides  for  covered  charges  that  may  vary  or  fluctu- 

25  ate  during  that  period; 
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1  "(O  i*  a  renewal,  extension,  or  other  modification 

2  of  a  credit  extension  made  before  inch  period  and  neb 

3  renewal,    extension    or    other    modification    it    made 

4  during  such  period  with  the  written  eonaent  of  any 

5  person  obligated  to  repay  such  credit;  or 

6  "(D)  is  extended  in  accordance  with  an  agreement 

7  entered  during  that  period  that  contemplates  future  ex- 

8  tensions  of  consumer  credit  from  time  to  tune  in  which 

9  the  covered  charges  are  calculated  from  time  to  time, 

10  in  whole  or  in  part,  on  the  basis  of  the  outstanding  bai- 

11  ance  and  the  credit  is  extended  not  later  than  eighteen 

12  months  after  the  effective  date  of  the  State  law  or  cer- 

13  tificatioD. 

14  "(c)  Any  law  or  certification  adopted  by  a  State  or  its 

15  voters  pursuant  to  subsection  (b)  of  this  section  may  specify 

16  that  portion  of  the  extensions  of  consumer  credit  made  in 

17  such  State,  or  those  types  or  kinds  of  covered  charges,  to 

18  which  the  provisions  of  section  531  will  not  apply. 

19  "Sec.  534.  The  Board  of  Governors  of  the  Federal  Re- 

20  serve  System  is  authorized  to  publish  Board  interpretations 

21  regarding  the  scope  and  application  of  section  531  of  this 

22  part.  Upon  its  own  motion  or  upon  the  request  of  any  credi- 

23  tor,  State,  or  other  interested  party  which  is  submitted  to  the 

24  Board  in  accordance  with  procedures  it  establishes,  within 

25  sixty  days  the  Board  shall  issue  an  official  interpretation  re- 
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1  girding  the  scope  of  section  531  and  its  relationship  to  spe- 

2  cific  provisions  of  Stale  law,  or  shall  make  public  a  Board 

3  determination  (accompanied  by  an  appropriate  explanation) 

4  that  the  question  presented  does  not  involve  a  significant 

5  issue  or  does  not  affect  a  substantial  number  of  creditors  or 

6  extensions  of  consumer  credit.". 

7  TITLE  m— FEDERAL  CREDIT  UNIONS 

8  Sec.  301.  Section  1757(5HA)(vi)  of  the  Federal  Credit 

9  Union  Act  is  amended  to  read  as  follows:  "rates  of  interest 

10  shall  be  established  by  the  board  of  directors  of  the  Federal 

11  credit  union;". 

12  TITLE  IV— EFFECTIVE  DATE 

13  Sec.  401.  The  effective  date  of  this  Act  shall  be  the 

14  date  of  enactment  of  this  Act. 

O 
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OPENING  STATEMENT  OF  CHAIRMAN  GARN 

Senator  Garn.  As  a  cosponsor  of  the  Credit  Deregulation  and 
Availability  Act  of  1981,  I  am  pleased  to  see  that  prompt  hearings 
are  being  held  on  that  bill,  as  well  as  on  S.  963,  the  more  limited 
bill  that  has  been  introduced  by  Senators  Bumpers  and  Pryer. 

During  the  committee's  recent  oversight  hearings,  many  of  the 
witnesses  testified  about  the  severe  marketplace  dislocations  that 
are  occurring  due  to  overly  restrictive  usury  laws.  It  was  on  the 
basis  of  that  evidence  that  I  have  cosponsored  Senator  Luger's  bill. 
Now  we  must  specifically  focus  upon  the  problems  created  by  usury 
laws,  their  impact  upon  various  industries  and  consumers,  and 
possible  legislative  solutions  to  these  problems. 

The  precedent  for  deregulation  of  interest  rates  was  set  in  the 
last  Congress  by  the  Depository  Institutions  Deregulation  Act, 
when  mortgage  credit  ceilings  were  preempted  and  business  and 
agricultural  rate  limitations  were  partially  deregulated.  However, 
as  I  am  confident  that  the  testimony  during  these  hearings  will 
indicate,  further  action  needs  to  be  taken  to  alleviate  the  problems 
created  by  restrictive  rate  laws,  particularly  as  they  pertain  to 
consumer  credit. 

Deregulation  of  credit  rate  ceilings  is  not  only  important  because 
of  marketplace  dislocations,  but  also  because  of  the  imminent  de- 
regulation of  interest  rate  ceiling  on  deposit  accounts.  Since  Con- 
gress has  mandated  the  phase  out  of  rate  restrictions  on  financial 
institutions'  liabilities,  deregulation  of  asset  restrictions  must  also 
occur.  It  is  inherently  obvious  that  financial  institutions  will  never 
be  able  to  pay  market  rates  to  savers  if  they  cannot  charge  market 
rates  for  credit. 

Deregulation  should  also  be  very  helpful  to  the  thrift  industry. 
Although  thrifts  were  granted  the  authority  to  engage  in  consumer 
lending  as  part  of  the  Deregulation  Act  of  1980,  they  now  have 
little  incentive  to  diversify  into  this  area  of  lending  so  long  as 
restrictive  rate  ceilings  make  it  unprofitable.  If  thrifts  were  able  to 
profitably  acquire  short-term  loans,  the  resulting  diversification  of 
their  portfolios  could  be  beneficial. 

While  providing  for  marketplace  relief  through  deregulation  of 
interest  rates,  Senator  Lugar's  bill,  S.  1406,  leaves  credit  regulation 
to  the  States.  Not  only  does  it  permit  the  States  3  years  within 
which  to  reject  the  preemption  and  reimpose  rate  controls,  but  it 
also  specifically  leaves  consumer  protection  measures  within  the 
jurisdiction  of  the  States.  S.  1406  does  not  interfere  in  any  way 
with  State  consumer  protection  and  licensing  laws  and  I  believe 
this  is  a  very  important  aspect  of  any  deregulation  legislation. 

I  look  forward  to  these  hearings  and  the  information  it  will  give 
us  on  the  scope  of  this  problem  and  appropriate  solutions. 

Senator  Tower.  Our  first  witnesses  this  morning  are  the  two 
distinguished  Senators  from  a  State,  Arkansas,  that  has  a  particu- 
lar affliction  with  usury  rate  ceilings,  Senator  Dale  Bumpers  and 
Senator  David  Pryor. 

Senator  Pryor,  I  don't  believe  Senator  Bumpers  is  here  yet,  so  we 
will  let  you  take  center  stage. 

Senator  Pryor.  Mr.  Chairman,  I  appreciate  that. 

Senator  Tower.  If  you  will  get  started  first,  we'll  wait  until  we 
hear  from  both  of  you  before  we  submit  questions. 
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Senator  Pryor.  Mr.  Chairman,  I  do  appreciate  that.  I  was  just 
informed  Senator  Bumpers  is  on  his  way.  But  we  may  as  well  go 
ahead. 

Senator  Tower.  I  understand  he  is  on  his  way,  and  you  can  go 
ahead  and  finish  your  testimony.  I'm  sure  he  won't  mind  if  you 
complete  yours;  and  then,  we'll  hear  from  him  when  he  gets  here. 

Let  me  say  that  if  you  would  like  to  summarize  your  statement 
orally,  your  complete  written  statement  will  appear  in  the  record. 
And  I  would  say  that  to  all  witnesses:  that  we  would  include  your 
complete  statements  in  the  record.  If  you  would  summarize  them 
in  the  interests  of  time,  and  of  illuminating  the  pertinent  points,  I 
think  it  would  be  a  good  idea,  to  the  extent  that  you  can  do  it, 
because  we  do  have  a  number  of  witnesses  this  morning. 

Mr.  Pryor,  we  are  delighted  to  welcome  a  good  neighbor  to  the 
Financial  Institutions  Subcommittee. 

STATEMENT  OF  DAVID  PRYOR,  U.S.  SENATOR  FROM  THE 
STATE  OF  ARKANSAS 

Senator  Pryor.  You're  very  kind,  Mr.  Chairman,  to  allow  Sena- 
tor Bumpers  and  me,  and  others  who  will  be  coming — the  Arkan- 
sas Automobile  Dealers  Association,  and  the  National  Home  Fur- 
nishings Association  people — to  testify. 

I  do  have  a  short  statement,  Mr.  Chairman,  that  I  have  reduced 
from  a  longer  statement,  which  is  being  submitted  for  the  record. 

[The  complete  statement  follows:] 
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TESTIMONY    OF 

SENATOR    DAVID   PRYOR 

SENATE  COMMITTEE   ON   BANKING,   HOUSING 

AND   URBAN    AFFAIRS 

JULY   9,    1981 


Mr.   Chairman,    I   appreciate  the  opportunity  to  come 
before  the  committee  this  morning  to  discuss--once  again--the 
effects   of  /i  restrictive   usury   laws   and   to   appeal    for  the 
extension   of   temporary,    limited   relief   to   retailers,   who  were 
excluded   from   the  consumer   lending   preemption   of   last   year's 
Depository  Institutions  Deregulation  and  Monetary  Control  Act. 

The  effects  of  the  IM  interest  rate  limit  contained  in 
Arkansas'    1874   constitution   can   be   seen   throughout   the  state's 
economy  as  much-needed  capital  has   left  my  state  for  more 
profitable   climates:      Since   1974,   when   the   prime   rate  began 
its   see-saw   rise   and   fall,    real    personal    income    in   the   state 
of  Arkansas   has   decreased  by   twice   the   amount   of   the   national 
average.      Overall,    almost   6,000   more   jobs   would  have   existed 
in   Arkansas   at   the   end  of   1980    if   the   state   had  performed   like 
the   nation.      If   these   jobs   existed,    Arkansas'      February,    1981, 
unemployment    rate   would  have   been   8.7   percent,    instead  of 
9.5  percent. 


Though  not 

alone   in    it: 

i   suffering 

from  high   int 

Brest 

:es 

and   inflatii 

»,    Arkansas 

suffers    ino 

rdinately   due 

to    ii 

Lqu- 

;    10   percent 

usury   limit 

,  which  is  1 

ower   than   any 

othei 

ite 

in  the   nati< 

».      Auto   de; 

ilers,    furni 

ture,    appliar 

ntage   points   above 


3,0,i,zeab,GOOglC 


but  can  extend  credit   to  their  customers  at  no  more  than 
10   percent.      Rising  costs,    tightened   consumer  credit, 
shortened   repayment   periods   and   laid  off  employees   have   been 
the   result,    and   sales   of   kitchen   appliances,    furniture   and 
automobiles    continue   to  decline. 

Particularly  hard  hit   have   been   the  automobile   dealers 
of  Arkansas.      Many   auto   dealers   who  are   dependent    upon 
General   Motors   Acceptance   Corporation    (CMAC) ,    Ford  Motor  Credit, 
and  Chrysler  Credit   have   been   faced  with    increasingly   strict 
credit   policies.      For   example,    as   of  January   1,    1980,    GMAC 

(so-called  3C  coverage),  which  exposes  auto  dealers  to  all 
losses  incurred  on  repossessed  vehicles.  Ford  has  limited 
its    3C  coverage,    and   Chrysler  has   completely   eliminated   it. 

As  of  March,    1981,   CMAC  has   refused  to  finance  new 
non-GM   cars   and  trucks   and  will    finance   only   those   used 
non-GM  cars   which   are   traded   in   on   a   new   GM  car   or   truck.      The 
seriousness      of   these   stricter   credit   policies    is   such   that, 
according   to   the   president   of   the  Arkansas   Automobile   Dealers 

in   being   passed,    up   to   SO   percent   of   the   automobile   dealers 

The  National    Automobile   Dealers  Association    found   in 
May,    1980,    that    fifty   percent   of   the   automobile   sales   contracts 
being   lost   nationally  were   due    to   the   inability   of   consumers 
to   obtain    financing.      Just   this   week   the   Washington   Post    report* 
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that  new  car  sales  among  the  big  three  auto  industries 
declined  significantly  last  year  while  industry-wide  figures 
could  be  the  worst  in  at  least  17  years.  Though  the  drastic 
reduction  in  consumer  credit  which  consumers  are  experiencing 
during  the  recent  period  of  high  interest  rates  is  not  solely 
due  to  state  usury  limits,  there  is  no  doubt  that  it  has 
been   a   major   contributor   to   the   critical   situation  we   now   face. 

It   is    ironic   that   usury   limits    first   established   as 
protection   for   the  poor  against   extortionate   interest    rate 
charges   have   now   been   surpassed   by   the   rapid  escalation   of   the 
prime   lending    rate.      With  the   prime   rate   hovering  around   20 
percent,  this  "protective"  mechaniss   is   having   the   opposite 
effect.      Instead   of   facilitating   the   economic   development   of 
a   historically   stagnant   state   economy,   Arkansas'    usury   limit 
is   choking   the   small   businessman   out   of  existence. 

Not  only   automobile   dealers   but   equipment   dealers, 

in   the   record,    describes   the    inevitable   bankruptcy  of   a   music 
store    in  Arkansas- -well    managed,    supplying   a  need   to   the 
community—which  was   simply   caught    in   the   interest    rate   squeeze. 
1    have   spoken   with   a   number  of  other  businessmen   in   my   state 
who   are   in   the   same   boat   and  who   are   asking   for   immediate   help. 
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I    think   that   we   are  all   agreed  on   the   evils   of 

is   well   aware   of  Arkansas'    peculiar   situation.      We   may   differ, 
however,    in   the    lengths   to  which  we  will   go   to   correct   the 
distortions   created  when   interest   rate   limits   are   well    below 

Last   year  as   part   of   the   Financial    Institutions 
Deregulation   and  Monetary  Control   Act    the   Congress   adopted 

Reserve's   discount   rate   on   business   and  agricultural    loans 

of   $1,000   or  more  notwithstanding   state   laws   or  constitutional 

1    percent   over   the   discount   rate,   as   national   banks   have 
been   allowed   to   do   since   1955.      These   provisions   were  necessary 
and   helpful   and   have   done   a   great   deal    to   strengthen   the  economy 
of   my   state  and,    I    am   sure,    the  home   states   of  many   of  my 


have 


Since   the   enactment   of   that    legislation,    howevs 
■ome   to   realize   that   the   coverage   of   the  preempt: 


one   exception,    to   federally   insured  banks,    savings   and    loans, 
mutual    savings   banks,    credit   unions,    small   business    investment 
companies   and   certain   other   financial    institutions.      Not 
included   under   the   consumer   loan   authority   are  automobile   dealei 
furniture   and   appliance    firms   and  other   retailers. 


3,0,i,zeab,GOOglC 


The   intent  of   the   bill   which  Senator   Bumpers   and   I 
have    introduced,    S.963,    is    to   allow  any  person  or  organization 
to  extend  consumer   credit   on   the   same   terms   as    financial 
institutions   under   the  omnibus   bill   of   last   year.      The 
provisions   of   the   legislation  would  extend   until  April    1, 
198J,    and   the   states   would  be   allowed   to  override   the   federal 
preemption   at   any   time.      Representative   Bill   Alexander,   also 
of  Arkansas,    has   introduced   the   same  bill    in   the  House  of 
Representatives. 

There   is   one  change   that    I    should   like   to  make   to   the 
original    text.      As   now  written,    our  bill   would  allow   a 
surcharge    (currently   4   percent)    to   be   tacked  on   to   the   discount 
rate    in   computing   the  new   interest   rate   ceiling.      I    should 
prefer   to   sec   the   bill    amended   to   limit   the   allowable   rate 
to   1   percent   with  no   added   surcharge.      Banks,    SSL's   and  other 
financial    institutions   are  currently   not   permitted   to   add   the 
surcharge,    and   the  purpose  of  our  bill    is   merely   to  bring 
retailers   to   parity  with   these   institutions. 

Obviously,    the   Lugar-Gam-Proxraire-D'Amato   bill   would 
eliminate   the   restrictions  which   have   plagued  our   auto   dealers 
and   other   retailers.      It   seems   to  me,    though,    that   in   this 
bill   you   are   giving   us    too   much   relief. 

We   can   all   agree    that   in   theory   the  market   should   be 
free   to   set   the   price   of  money   like   the  price   of  other   goods, 
and   1   have   no   doubt    that  Adam   Smith   is   smiling  down   on  your 
effort.      But    I   believe   that   there   is   a   strong   sentiment    in 


D,g,t,zedbyG00gIe 


23 


this   country    for   so»e   sort   of  protection   against   unreasonably 
high   interest   rates.      Although   not    in   keeping  with   free 
market   economic    theory,    this   sentiment    is   understandable    in 
view  of  interest    rates   which   keep  bobbing   above   the   20   percent 
mark.      Almost   every   state   has    interest   rate   limits   of  one 
sort   of  another.      Some   are   applied  only  to   consumer   loans, 
some   only   to   home   mortgages,    some   are   very   close   to  or   below 
market   rates,    and  others   are   high   enough   to   let   the  market 

But    in   any   event,    there    is   a   clear   desire   for  a   safety  net. 

As  I  mentioned,  our  bill  has  a  sunset  date  of  April  1, 
19B3.  The  auto  dealers  and  retailers  in  our  state  have  said 
that  while   the   relief  we   are   offering  will   not   take   the   place 

and   stay   in   business   until   the   state   of  Arkansas   can   take   care 
of   its   own   problem   through   a   change    in   its   constitution.      Then 
is   a   sincere   desire   in   Arkansas   to   solve   the   problem   from 
within--even    though  we   have   had   to   come   to   the   Congress   to 

By   sunsetting   federal   preemption    legislation,    the   Congr< 
would  put   pressure   on   Arkansas   and  other  states   to   take 

I   believe   that    the   federal    government   has   the   authority   to 
eliminate   restrictions   on   interstate   commerce    (especially   sinci 
federal   policies   help   to   determine   the  cost   of   money),    1 
prefer   to   leave   as   much   authority  as   possible   to   the   states. 
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And  the  states  have  been  active.  At  last  count,  19 
states  and  the  District  of  Columbia  were  in  the  process  of 
revising   their   interest   rate  ceilings. 

Arkansas,    of  course,    has   a   harder   ti«e   than  no  St   since 

statutes.      Last   November   the  people  of  Arkansas   rejected   a 
new  constitution  which  would  have   allowed   the  State   Legislature 
to   set    interest    rate   ceilings    from  now  on;   however,   a   separate 
amendment   which  would  have  pegged   the   interest   ceiling   to 
the   discount   rate,    was   approved  by   44   percent   of   the  voters, 
close    to   a   majority.      This   vote    indicates   to   me   that   aost 

are  not   prepared   to   give   up   all   protection   against   the  possibility 
of   lenders   charging  unreasonable   rates. 

most    important    provision   of  either  bill    is   the  one  which 
allows    the   states   to  override   the   federal   preemption.      Without 
such   an   "escape   clause"   I    could  not   have   voted   for  any  of   the 
preemption   legislation,    and   we   must   be  aware   that   at   least 
seven   states   have  already   taken   advantage  of   it.      Because  many 
states   may   not   bump   up   against   their  own  ceilings   for   some 

within   the   three-year   limit   established   by  S.1406.      But   they 
»ay   eventually   wish   to   reimpose    their  own   limits,   and   for   this 
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In  summary,  then,  I  prefer  the  more  modest  approach 
of  S.96J  to  the  sweeping  changes  embodied  in  S.1406  for  two 
reasons;  because  the  American  people  have  indicated  that 
they  are  fearful  of  the  poweT  of  lending  institutions  and 
wish  to  keep  some  reasonable  interest  rate  limit  and  because 
I  believe  that  the  states  should  be  encouraged  to  meet  the 
issue   and   should  be    free   to   make   any   adjustments   which   may 

I   want   to   end   by   thanking   the   Banking   Committee    for, 

problems   of   the   people   of  Arkansas.      Members   of   this   committe< 
have   always   turned  a   sympathetic   ear   to   our  concerns   anil 
certainly   camo   to   our   rescue    in   a  big   way   last   year.      I 
thank   you   for   this   opportunity   to  explain  our  bill    to   extend 
the   provisions   of   last   year's   bill   and   to   discuss   generally 


Senator  Pryoh.  We  do  appreciate  the  opportunity  to  discuss  the 
effects  of  overly  restrictive  usury  laws,  and  to  make  an  appeal  for 
the  extension  of  temporary,  limited  relief  to  retailers,  who  were 
excluded  from  the  consumer  lending  preemption  of  last  year's  De- 
pository Institutions  Deregulation  and  Monetary  Control  Act. 

I  think  we  have  all  agreed  on  the  problems  that  are  created  by 
excessive  interest  rate  restrictions,  and  the  Congress,  I  think,  is 
now  painfully  aware  of  Arkansas'  peculiar  situation — we  adopted, 
as  the  chairman  knows,  in  1874,  a  constitutional  ceiling  on  interest 
rates,  of  10  percent — we  may  differ,  however,  in  the  lengths  to 
which  we  will  go  to  correct  the  distortions  created  when  interest 
rate  limits  are  well  below  market  rates. 

The  intent  of  the  legislation  which  Senator  Bumpers — who  has 
just  arrived — and  I  have  introduced,  S.  963,  is  to  allow  any  person 
or  organization  to  extend  consumer  credit  on  the  same  terms  that 
State  financial  institutions  achieved  under  the  omnibus  bill  last 
year. 
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I  must  state  at  this  point,  Mr.  Chairman,  that  there  is  one  area 
that  gives  me  some  concern,  and  I  think  might  be  subject  to  fur- 
ther discussion.  That  is  a  section  in  our  legislation  that  relates  to 
the  surcharge  fee.  I  won't  go  into  that  at  this  time,  but  I  think  at 
the  proper  time,  we  might  find  an  opportunity  to  discuss  whether  a 
surcharge  of  4  percent  should  stay  in  this  legislation,  or  be  re- 
moved or  modified. 

Obviously,  the  Lugar-Garn-Proxmire-D'Amato  bill  would  go 
much  further  than  Bumpers-Pryor.  This  is  the  legislation  S.  1406. 
[t  is  my  own  personal  opinion,  Mr.  Chairman,  that  there  might  be 
too  much  relief  being  granted  in  this  bill.  We  can  all  agree  that  in 
theory  the  market  should  be  free  to  set  the  price  of  money,  like  the 
price  of  other  goods,  and  I  have  no  doubt  that  Adam  Smith  is 
smiling  down  on  your  effort. 

I  do  believe,  however,  that — especially  in  these  times  of  volatile 
interest  rates — there  is  a  very  strong  sentiment  around  the  country 
for  some  sort  of  protection  against  unreasonably  high  rates.  As 
evidence  of  that  sentiment,  1  think  we  should  consider  that  all  but 
about  three  States  have  interest  rate  limits  of  one  sort  or  another. 

I  also  feel  that  whenever  possible,  the  Federal  Government 
should  let  the  States  meet  this  sort  of  problem  in  their  own  way. 
And  it's  worth  noting  that  at  last  count,  some  19  States  and  the 
District  of  Columbia  were  in  the  process  of  revising  their  interest 
rate  ceilings.  Continuing  this  States'  rights  theme,  I  feel  the  most 
important  provision  of  either  of  these  bills  is  the  one  which  does 
allow  the  States  to  override  the  Federal  preemption.  Without  such 
an  escape  clause,  f  don't  think  I  could  have  voted  for  any  of  the 
preemption  legislation.  We  must  be  very  aware  that  at  least  seven 
States  have  already  taken  advantage  of  this  out. 

I'm  concerned  about  the  3-year  override  period  in  Senate  bill 
1406,  and  I  would  rather  see  States  able  to  reimpose  their  own  laws 
any  time  they  wish. 

Mr.  Chairman,  I  would  like  to  end  by  once  again  thanking  you 
and  thanking  this  committee  for  taking  the  time  to  consider  the 
singular  usury  problem  of  the  people  of  Arkansas.  It  has  been  one 
which  has  plagued  and  baffled  us  for  many  years.  It  has  presented 
many,  many  problems  to  our  State,  and  members  of  this  commit- 
tee, Mr.  Chairman,  have  always  turned  a  most  sympathetic  ear  to 
our  concerns.  You  certainly  came  to  our  rescue  in  a  big  way  last 
year. 

We  thank  you  once  again  for  your  attention. 

I  see  that  my  senior  colleague  is  here.  Senator  Bumpers,  I  apolo- 
gize for  going  before  you,  but  I  appreciate  the  opportunity  to 
appear  with  you  today  before  the  Banking  Committee. 

Senator  Tower.  Thank  you  very  much,  Senator  Pryor. 

Senator  Bumpers,  I  hope  you  won't  feel  offended  that  we  went 
ahead  and  started  without  you.  We've  got  a  lot  of  witnesses  this 
morning.  We're  delighted  you're  here,  and  we  look  forward  to  your 
testimony. 

STATEMENT  OF  DALE  BUMPERS,  U.S.  SENATOR  FROM  THE 

STATE  OF  ARKANSAS 
Senator  Bumpers.  Thank  you.  It  took  me  longer  to  get  an  eleva- 
tor than  it  did  to  get  to  work  this  morning.  [Laughter.] 
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Senator  Tower.  I'll  have  to  speak  to  the  Rules  Committee  about 
that.  [Laughter.] 

Senator  Bumpers.  First,  I  want  to  thank  you  very  much,  and  the 
chairman  of  the  committee,  Senator  Gam,  for  holding  these  hear- 
ings. I  offered  this  bill  as  an  amendment  on  the  floor  not  long  ago, 
and  Senator  Gam  assured  me  that  he  would  hold  hearings  in 
connection  with  all  of  the  interest  rate-related  legislation  before 
this  committee. 

But  the  genesis  of  this,  of  course,  is  to  correct  some  inequities 
that  developed  last  year.  We  are  really  here  not  because  Senator 
Pryor  and  I  like  high  interest  rates;  we  are  here  because  the 
retailers  at  every  level — from  the  automobile  dealers,  on  down — in 
our  State  are  facing  what  can  only  be  described  as  a  catastrophe. 

Last  year,  Mr.  Chairman,  you  know  when  we  passed  the  omnibus 
banking  bill,  we  did  three  things  in  that  bill: 

First,  we  provided  that  any  federally  related  institution  could 
charge  1  percent  above  the  Federal  discount  rate.  Federal  banks 
have  had  that  privilege  since  1932,  and  we  extended  that  to  all 
Federally  related  institutions. 

No.  2,  we  lifted  the  interest  rate  entirely  on  mortgage  loans. 

The  third  thing  we  did  was  to  provide  that  any  person — federally 
related  or  not — could  make  agriculture  or  business  loans  at  5  per- 
cent above  the  Federal  discount  rate.  At  that  time,  the  rate  was  13 
percent;  as  you  know,  it's  now  14  percent. 

Now,  the  problem  with  that  is,  as  I  said  a  moment  ago,  there  are 
some  things  we  omitted.  For  example,  right  now  the  merchants  in 
my  State  are  limited  to  a  10-percent  usury  rate  in  the  constitution, 
so  the  State  legislature  can't  change  it.  And  they're  having  to 
finance  their  inventories. 

I  have  a  good  friend  in  the  furniture  business,  in  a  city  I  will  not 
mention.  He  has  three  stores.  And  he  called  me  last  week  to  tell 
me  he  was  closing  his  biggest  downtown  store.  He  has  $200,000 
borrowed  at  the  local  bank,  at  22  percent.  And  if  he  sells  a  refrig- 
erator, for  example,  he  has  to  finance  that  refrigerator  at  10  per- 
cent, because  the  omnibus  banking  bill  last  year  did  not  give  him 
the  right  to  charge  the  going  rate.  So  he  has  a  $200,000  inventory, 
financed  at  22  percent.  GECC  will  finance  his  refrigerators,  and  his 
furniture,  and  everything  else,  but  only  on  a  discount  basis,  which 
is  about  what  his  profit  is.  He  says  that  on  a  $60  profit  on  a  $300 
refrigerator,  the  discount  rate  takes  his  profit.  So  all  he's  doing  is 
Bitting  there,  losing  money,  because  of  this. 

Now,  I  want  to  focus  for  a  moment  on  the  automobile  dealers  in 
my  State  and  at  this  point  I'll  just  submit  my  formal  statement  for 
the  record. 

[The  complete  statement  follows  as  though  read:] 

STATEMENT  OF  SENATOR  BUMPERS 
Senator  Bumpers.  Mr.  Chairman,  I  thank  you  for  the  opportuni- 
ty to  testify  in  support  of  S.  963.  Creditors  in  Arkansas  are  in 
desperate  straits,  and  I  appreciate  the  willingness  of  the  members 
of  this  committee  to  give  prompt  attention  to  the  crisis  these  bills 
attempt  to  resolve. 

Mr.  Chairman,  retailers  and  auto  dealers  in  Arkansas  are  facing 
an  emergency  financial  situation  of  epidemic  proportions.  Members 
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of  this  body,  including  myself,  sometimes  use  hyperbolic  phrases 
and  words  in  an  effort  to  persuade  or  get  the  attention  of  other 
Senators,  and  the  risk  in  doing  this  is  that  when  a  real  emergency 
arises  we  will  have  cried  wolf  once  too  often  and  our  pleas  will  be 
ignored.  I  hope  that  the  members  of  this  commmittee  do  not  be- 
lieve that  Senator  Pryor  and  I  are  crying  wolf  about  the  credit 
crisis  in  Arkansas.  It  is  real.  It  is  severe.  And  it  demands  immedi- 
ate attention. 

As  every  member  of  this  committee  is  aware,  during  the  last 
Congress  we  passed  an  omnibus  banking  bill  that  contained  provi- 
sions overriding  State  usury  laws  in  limited  circumstances.  First, 
we  provided  that  any  federally  related  institution — such  as  a  feder- 
ally chartered  bank  or  credit  union,  or  a  State  bank  or  savings  and 
loan  insured  by  the  FDIC  or  FSLIC — could  charge  1  percent  above 
the  Federal  discount  rate  on  any  loan.  Second,  we  eliminated  State 
interest  ceilings  on  mortgage  lending.  And  third,  we  provided  that 
any  person,  not  just  a  financial  institution,  could  charge  up  to  5 
percent  over  the  Federal  discount  rate  on  a  business  or  agriculture 
loan.  These  provisions  were  welcomed  by  Arkansas  banks,  savings 
and  loans,  and  those  in  the  business  of  making  loans  for  homes  or 
for  business  and  agriculture  purposes.  I  was,  and  am  still,  delighted 
that  we  could  provide  temporary  relief  to  these  businesses. 

At  the  same  time,  Mr.  Chairman,  the  legislation  we  passed  cre- 
ated inequities  that  S.  963  will  resolve.  Let  me  give  just  one  exam- 
ple. Under  current  law  as  enacted  last  Congress,  as  I  mentioned, 
any  person  may  charge  up  to  5  percent  over  the  Federal  discount 
rate  for  a  business  or  agriculture  loan.  This  means  that  a  merchant 
in  Arkansas  may  have  to  pay  21  percent  or  higher  for  loans  on  his 
inventory.  At  the  same  time,  this  merchant  that  sells,  say,  refrig- 
erators, is  still  limited  by  the  10  percent  ceiling  in  the  Arkansas 
Constitution  in  making  loans  to  his  customers.  So  he  must  borrow 
at  21  percent,  but  may  only  lend  at  10  percent.  It  takes  no  econo- 
mist to  understand  that  this  merchant  can't  continue  to  do  busi- 
ness this  way  for  very  long.  This  example  describes  the  situation  in 
which  hundreds  and  probably  thousands  of  Arkansas  businesses 
find  themselves. 

Mr.  Chairman,  I  abhor  the  notion  that  all  problems  can  best  be 
solved  by  the  Federal  Government.  Such  a  philosophy  is  in  part 
responsible  for  the  rapid  growth  of  Government  in  recent  years, 
and  I  commend  the  Reagan  administration  for  working  toward  the 
goal  of  placing  realistic  limits  on  Federal  spending  and  returning 
the  responsibility  for  dealing  with  many  problems  back  to  the 
States.  But  there  are  instances  in  which  relief  in  the  form  of 
Federal  legislation  is  necessary  to  deal  with  a  problem  national  in 
scope.  It  is  sometimes  necessary  for  Congress  to  step  in  to  enact 
legislation  to  save  lives  or  to  deal  with  a  crisis  the  States  are 
incapable  of  solving.  We  should  not  do  so  lightly,  especially  in  an 
area  such  as  the  regulation  of  interest  rates  that  historically  the 
States  have  regulated  themselves.  So  it  is  with  some  trepidation 
that  Senator  Pryor  and  I  are  asking  Congress  to  provide  the  relief 
specified  in  S.  963. 

Maximum  interest  rates  that  can  legally  be  charged  are  a  matter 
of  constitutional  law  in  Arkansas.  Article  19,  section  13  of  the 
Arkansas  Constitution  states  that  all  contracts  for  a  greater  rate  of 
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interest  than  10  percent  shall  be  void;  10  percent  has  been  the 
maximum  allowable  rate  of  interest  in  Arkansas  since  1874.  This 
provision  is  107  years  old.  It  made  sense  back  in  1874  to  put  a  strict 
limit  on  interest,  but  it  is  simply  unrealistic  in  today's  money 
markets.  I  want  the  members  of  this  committee  to  understand  that 
since  the  usury  rate  is  set  by  the  Arkansas  Constitution,  it  cannot 
be  changed  by  the  Arkansas  Legislature  as  it  can  in  other  States.  It 
takes  an  amendment  to  the  Arkansas  Constitution. 

Mr.  Chairman,  these  are  extraordinary  times.  The  rapid  escala- 
tion of  interest  rates  in  national  markets  has  resulted  in  the  prime 
rate  surpassing  most  State  usury  limits.  And  when  that  happens, 
as  it  did  several  years  ago  in  Arkansas,  State  usury  limits  no 
longer  serve  the  purpose  for  which  they  were  designed.  During  the 
decade  of  the  sixties,  the  prime  rate  was  changed  only  15  times. 
During  1980  alone,  the  prime  rate  was  changed  60  times  and  hit  20 
percent  in  April  1980;  4  months  later  it  was  at  11  percent,  and 
then  again  last  December  it  was  at  21.5  percent.  It  has  been  in  the 
range  of  17  percent  to  20.5  percent  since  January  of  this  year.  In 
these  times,  a  10-percent  ceiling  is  totally  unrealistic. 

State  usury  limits  are  severely  hurting  all  kinds  of  small  busi- 
nesses in  Arkansas.  The  problems  that  are  being  experienced  by 
auto  dealers  exemplify  the  reasons  why  relief  is  necessary.  The 
Nation's  auto  industry  has  been,  and  continues  to  be,  in  desperate 
straits.  Production  and  sales  are  down  dramatically  and  unemploy- 
ment within  the  industry  and  within  allied  industries  is  high.  As 
far  as  the  small  business  dealer  is  concerned,  the  attrition  rate  is 
staggering.  Over  1,600  dealers  have  closed  their  doors  since  Janu- 
ary 1,  1980,  and  over  100,000  employees  of  dealers  have  lost  their 
jobs. 

In  April  of  last  year  the  National  Automobile  Dealers  Associ- 
ation performed  a  random  survey  of  dealers  from  across  the  coun- 
try and  found  that  about  30  percent  of  their  sales  contracts  were 
being  lost  because  of  an  inability  of  consumers  to  obtain  financing. 
By  May,  this  figure  had  jumped  to  an  astounding  50  percent  In 
many  cases,  the  inability  of  lending  institutions  to  charge  the  going 
rate  resulted  in  their  withdrawal  from  the  business  of  financing 
auto  loans. 

The  situation  is  worse  in  Arkansas  than  in  other  States.  Many 
creditors  that  auto  dealers  depend  on  to  finance  auto  sales — such 
as  GMAC,  Ford  Motor  Credit,  and  Chrysler  Credit — have  estab- 
lished strict  credit  policies.  In  January  1980,  GMAC  withdrew  colli- 
sion, conversion,  and  confiscation  coverage,  known  in  the  industry 
as  the  3C  coverage,  which  exposes  dealers  to  all  losses  resulting 
from  repossessed  vehicles.  Shortly  after  GMAC  took  this  action, 
Ford  limited  its  3C  coverage  and  Chrysler  has  withdrawn  it  com- 
pletely. More  recently,  since  March  31  GMAC  has  refused  to  fi- 
nance new  non-GM  cars  or  trucks  for  Arkansas  dealers,  and  the 
only  used  cars  that  are  eligible  for  GMAC  financing  are  those 
traded  in  on  the  purchase  of  a  new  GM  car  or  truck. 

Mr.  Chairman,  many  Arkansas  dealers  will  go  broke  in  the  next 
few  months  without  some  kind  of  relief.  It  would,  of  course,  be  nice 
if  interest  rates  would  drop  dramatically,  but  no  one  is  predicting 
that  this  will  happen  in  the  near  future,  and  so  these  thousands  of 
small  business  men  and  women  in  Arkansas  have  nowhere  else  to 
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turn  but  to  Congress.  I  want  to  reemphasize  that  this  is  not  a 
problem  the  Arkansas  Legislature  can  solve. 

Let  me  just  briefly  provide  some  additional  figures  that  illustrate 
the  effect  that  the  constitutional  usury  limit  is  having  on  the 
Arkansas  economy.  The  prime  rate  reached  12  percent  in  July 
1974,  and  since  then  Arkansas  has  failed  to  advance  in  comparison 
to  the  national  per  capita  income.  From  1958  to  1974,  before  the 
credit  crunch,  the  per  capita  income  in  Arkansas  increased  from 
62.3  percent  to  78.7  percent  of  the  national  average.  That  is  a  fairly 
dramatic  increase.  During  that  growth  period,  Arkansas'  growth 
was  at  a  7.84-percent  compounded  annual  rate,  or  1.57  percent  a 
year  faster  than  the  national  rate  of  6.27  percent.  Since  1974, 
however,  Arkansas'  per  capita  income  has  increased  at  a  rate 
slower  than  the  national  average. 

Real  personal  income  fell  in  1980,  both  for  Arkansas  and  the 
United  States  as  a  whole,  but  Arkansas  decrease  was  almost  twice 

the  national  percentage 4.959  percent  versus  —2.608  percent.  In 

earlier  recessions,  when  inflation  and  interest  rates  were  lower, 
Arkansas  suffered  less  than  the  Nation  as  a  whole.  But  in  recent 
years  Arkansas  has  suffered  more,  in  part  because  it  simply  is  not 
competitive  at  current  levels  of  inflation  and  interest  rates.  Almost 
6,000  more  jobs  would  have  existed  in  Arkansas  at  the  end  of  1980 
if  the  State  economy  has  performed  like  that  of  the  Nation  as  a 
whole.  I  do  not  claim  that  enactment  of  S.  963  will  be  a  panacea  for 
the  Arkansas  economy,  but  it  will  go  a  long  way  toward  relieving 
the  State's  credit  problems  and  will  generally  increase  confidence 
in  the  States's  economy. 

S.  963  is,  in  my  view,  a  rational  and  reasoned  response  to  Arkan- 
sas' dilemna.  It  simply  extends  to  all  creditors  the  right  to  charge 
the  same  rate  of  interest  that  banks  are  currently  allowed  to 
charge  under  Federal  law — that  is,  1  percent  over  the  Federal 
discount  rate.  This  authority  would  expire  April  1,  1983,  or  sooner 
if  the  voters  in  a  State  reject  it.  In  November  1982,  Arkansas 
voters  will  again  go  to  the  polls  to  vote  on  a  proposed  constitution- 
al  amendment  that  will  increase  Arkansas  interest  ceiling  to  a 
more  acceptable  level.  I  realize  that  this  problem  must  ultimately 
be  resolved  at  the  local  level,  but  until  it  is,  small  businesses  in 
Arkansas  have  no  place  else  to  turn  except  to  Congress  for  this 
emergency  relief. 

Mr.  Chairman,  I  am  submitting  for  the  record  an  article  that 
appeared  on  the  front  page  of  the  Wall  Street  Journal  on  May  22, 
1981,  entitled  "Arkansas  Retailers  Say  Usury  Law  Threatens 
Wholesale  Closedowns"  and  some  tables  that  depict  Arkansas  un- 
employment and  per  capita  income  (see  p.  32).  I  urge  the  immedi- 
ate and  favorable  consideration  of  this  bill. 

I  will  discuss  this  in  ways  that  we  can  alt  relate  to  and  under- 
stand. First  of  all,  GMAC  announced  recently  that  they  were  not 
going  to  finance  used  cars  for  the  dealers,  nor  were  they  going  to 
finance  non-GM  automobiles — we  have  a  lot  of  multiple  dealer- 
ships, for  example,  a  Chevrolet  combined  with  a  Toyota  dealer- 
ship— and  GMAC  will  now  finance  a  non-American  made  auto- 
mobile. 
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Incidentally,  I've  always  wondered  why  they  financed  them 
anyway,  except  they've  been  making  money  on  it.  That's  the 
reason  they  did  it. 

Senator  Toweb.  That's  a  very  good  reason.  [Laughter.] 

Senator  Bumpers.  It's  compelling. 

But  now  they've  said:  "We're  not  going  to  finance" — and  this  is 
just  in  Arkansas,  I  assume.  But  they  are  also  saying: 

We  are  not  going  to  take  the  responsibility  for  the  payments  on  those  auto- 
mobiles. In  other  words,  if  we  have  to  repossess  it,  you've  got  to  make  the  payment 
for  that  person  that  bought  the  automobile. 

Well,  in  any  event,  you  don't  have  to — as  we  say  in  Arkansas — 
be  broken  out  with  brilliance  to  know  that  dealers — automobile  or 
otherwise — cannot  finance  their  inventories  at  22  percent,  and  sell 
their  merchandise  at  10  percent. 

And  the  reason,  I  started  to  say  a  moment  ago — the  sense  of 
urgency  about  this — I  know  that  there  is  a  bill  pending  here,  that 
the  chairman  pretty  much  favors,  to  just  raise  all  interest  rates,  so 
that  we  don't  have  States  like  Arkansas,  who  are  strapped,  coming 
in  here  and  asking  for  special  favors.  I  can  tell  you  that  nobody 
deplores  asking  for  favors  more  than  Senator  Pryor  and  I  do.  We 
don't  like  it.  This  problem  ought  to  be  solved  at  the  local  level,  but 
it  cannot  be  solved  with  our  legislature,  because  the  10  percent 
ceiling  is  in  the  Arkansas  Constitution.  Unless  we  get  relief,  we're 
going  to  have  an  unbelievable  number  of  dealers — particularly 
automobile  dealers — going  belly  up,  unless  we  get  some  action  on 
this  almost  immediately. 

Finally,  Mr.  Chairman,  I  want  to  just  give  you  some  statistics,  so 
that  you  will  understand  the  economic  dislocation  that  this  has 
been  causing.  I  want  to  give  you  some  statistics  that  the  industrial 
research  and  extention  center  in  Arkansas  has  come  up  with: 

The  prime  rate  reached  12  percent  in  July  1974,  and  since  that 
time,  Arkansas — of  course,  because  of  this  interest  rate — has  failed 
to  advance,  compared  to  the  national  per  capita  income  rate. 

Listen  to  this.  From  1958  to  1974,  before  the  credit  crunch,  the 
per  capita  income  in  Arkansas  increased  from  62.3  to  78.7  percent 
of  the  national  average.  In  other  words,  that's  a  growth  rate  of  16 
percent  that  we  advanced  on  the  national  average,  from  62  to  78 
percent.  That's  a  really  dramatic  increase.  A  lot  of  that  took  place 
under  a  couple  of  very  dynamic  governors  they  had  there.  [Laugh- 
ter.] 

But  during  that  growth  period,  Arkansas'  growth  rate  was  at  a 
7.84  percent  compounded  annual  rate,  or  1.57  percent  a  year — 
faster  than  the  national  rate  of  6.27  percent.  And  since  1974 — since 
David  became  governor  in  1974,  I'm  not  going  to  give  him  any 
credit  for  this.  [Laughter.] 

Since  1974,  Arkansas'  per  capita  income  has  increased  at  a  much 
slower  pace  than  the  national  average.  Real  income  fell  in  1980 — 
both  for  Arkansas  and  the  United  States  as  a  whole — but  Arkan- 
sas' decrease  was  almost  twice  the  national  percentage. 

So,  in  short,  Mr.  Chairman,  we  would  have  easily  over  6,000  jobs 
more  in  Arkansas  right  now,  just  since  1974,  if  we  hadn't  run  into 
this  terrible  problem  of  an  interest  rate  nationally  that  has  run 
amuck,  and  been  strapped  with  a  10  percent  rate.  I'm  not  suggest- 
ing that  S.  963  is  going  to  be  a  panacea,  but  I  can  tell  you  that 
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every  email  businessman  in  Arkansas  is  watching  this  hearing 
today  with  great  interest — a  lot  of  them  are  in  this  audience,  I  can 
tell  you;  a  lot  of  them  are  here — who  are  facing  disaster.  They're 
here  because  it's  their  livelihood.  They  spent  their  lifetimes  build- 
ing their  businesses,  and  now  they  see  it  all  going  down  the  tubes. 

And  finally,  on  behalf  of  Glen  Black,  who  is  president  of  the 
Arkansas  Retail  Merchants  Association,  Mr.  Chairman,  and  who 
cannot  be  here,  I  would  like  to  insert  his  written  statement  into 
the  record,  also. 

Senator  Tower.  Those  documents  will  be  included  in  their  en- 
tirety in  the  record. 

[The  documents  follow:] 

[Fran  the  Wall  StnM  Journal) 


(By  Brenton  R.  Schlender) 

Litle  Rock,  Ark.— When  C.  Berate  Allen  first  got  into  the  record  and  home- 
entertainment  business  here  17  years  ago,  he  never  dreamed  that  his  fate  as  a 
businessman  would  be  determined  by  Arkansas  voters. 

But  on  the  day  following  the  election  last  November,  he  watched  the  choir  of 
demonstrator  television  sets  in  one  of  his  four  suburban  stores  flash  voting  returns 
that  confirmed  his  fears  with  chilling  redundancy.  Arkansas  voters,  fed  up  with 
inflation,  higher  taxes  and  steep  mortgage  interest  rates,  had  chosen  to  retain  the 
state's  century-old  10  percent  interest  rate  ceiling  on  consumer  loans.  Mr.  Allen, 
who  had  been  paying  some  out-of-state  lenders  more  than  20  percent  in  interest  to 
finance  his  stores  operations  for  several  months,  knew  that  he  faced  more  red  ink 
and  possibly  his  day  in  bankruptcy  court. 

Sure  enough,  in  early  March  his  company,  Moses  Melody  Shops  Inc.,  filed  for 
reorganization  in  federal  bankruptcy  court  here,  despite  record  Christmas  sates  and 
the  layoff  of  half  of  his  72  employes.  Now,  Mr.  Allen  adds,  the  company  is  being 
liquidated. 

The  load  of  carrying  the  difference  between  what  we  had  to  pay  for  money  and 
what  we  could  charge  our  customers  for  creditiust  got  too  heavy,  the  49-year-old 
former  minor-league  third  baseman  explains.  "The  atmosphere  for  retail  business  in 
this  state  is  like  a  morgue  now." 

VARIED  COUNTERMEA3URE8 

Hundreds  of  other  furniture,  appliance,  soft-goods  and  automobile  retailers  in 
Arkansas  also  are  being  cramped  by  the  lowest  usury  ceiling — and  the  stiffest 
penalties  for  violations — in  the  nation.  To  preserve  profits,  they  have  had  to  raise 
prices,  tighten  customer  credit  requirements,  shorten  repayment  periods,  lay  off 
employes  and  discontinue  free  delivery  and  other  services. 

Federal  legislation  has  taken  Arkansas  banks  and  savings  and  loan  associations 
off  the  hook  somewhat  by  allowing  them  to  charge  up  to  15%  on  consumer  loans 
and  23%  on  business  and  farm  loans.  But  even  the  15%  limit  is  so  low  that  many 
banks  have  nearly  halted  consumer  lending;  they  prefer  to  divert  funds  to  higher- 
yielding  money-market  certificates  and  other  investments  outside  Arkansas. 

"There's  no  other  state  quite  like  it,"  says  Robert  Devine,  national  coordinator  for 
credit  legislation  for  J.C.  Penney  Co.  Not  only  is  the  Arkansas  ceiling  the  nation's 
lowest,  but  Arkansas  is  the  only  state  where  interest  rates  are  governed  by  the  state 
constitution  and  not  the  legislature,  he  says.  "In  other  words,  it  s  just  about  impossi- 
ble for  retailers  to  operate  there,"  he  adds. 

Moreover,  experts  say  the  strict  ceiling  and  stiff  penalties  have  compounded  an 
historically  stagnant  state  economy  and  thereby  have  damped  economic  develop- 
ment in  Arkansas.  Others  blame  the  usury  ceiling  at  least  in  part  for  a  recent  spate 
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of  business  bankruptcies  and  higher  retail  prices  statewide.  "It's  hard  to  quantify 
exactly  what  the  usury  ceiling  has  done  to  harm  Arkansas,  but  you  know  it  has, 
says  Jim  Guy  Tucker,  a  former  congressman  and  currently  an  attorney  lor  the 
Arkansas  Bankers  Association.  It's  just  that  a  lot  of  the  bodies  haven't  floated  to  the 
surface  yet." 

As  the  election  last  fall  demonstrated,  however,  lots  of  people  in  Arkansas  like 
the  usury  ceiling.  That  was  the  third  time  since  1968  that  voters  rejected  proposed 
constitutional  amendments,  sponsored  by  a  coalition  of  bankers,  retailers  and  auto 
dealer,  that  would  have  allowed  the  legislature  to  set  the  interest-rate  ceiling  and 
reduce  usury  penalties. 

The  etau  richest  opponents  of  the  proposals  have  been  organized  labor  and  consum- 
er groups.  They  cite  many  reasons.  They  don't  want  to  give  legislators,  many  of 
whom  have  ties  with  banks,  the  authority  to  set  the  ceiling.  And  they  don't  want  to 
dilute  the  penalty  for  making  a  usurious  loan — complete  forgiveness  of  all  principal 


and  interest. 


ARGUMENT 


Mainly,  however,  "We  don't  think  it's  right  for  retailers  to  make  money  on 
money,  says  J.  Bill  Becker,  Arkansas  AFLrCIO  president.  He  also  sees  "nothing 
wrong  with  tight  money."  He  contends  that  federal  economic-growth  barometers 
show  that  Arkansas,  whose  population  grew  18.8%  in  the  1970s,  "has  done  pretty 
darn  good"  even  with  the  ceiling. 

But  signs  of  the  ceiling's  effects  are  all  over  Arkansas's  retailing  industry — from 
the  small-town  mom-and-pop  furniture  stores  all  the  way  up  to  big  car  dealers  and 
department  stores.  Mr.  Allen,  for  example,  was  able  to  carry  $2  million  in  "custom- 
er paper"  only  by  borrowing  at  high  interest  rate  (up  to  23%  at  some  out-of-state 
finance  companies),  or  by  paying  reluctant  appliance  finance  companies  such  as 
Westinghouse  Credit  Corp.  and  General  Electric  Credit  Corp.  to  back  his  credit 
customers.  The  most  he  could  charge  his  customers,  however,  was  10%  simple 
annual  interest,  with  the  debt  to  be  paid  in  no  more  than  12  monthly  installments. 

"Most  of  those  accounts  were  for  about  (50,  and  the  customer  would  send  you  $5  a 
month,"  he  moans.  "That's  almost  as  much  as  it  cost  us  to  mail  out  the  monthly 
statements." 

All  those  debt  problems  just  to  keep  merchandise  moving  ultimately  combined 
with  the  recession  to  run  Mr.  Allen  out  of  business.  Like  Mr.  Allen,  his  banker, 
William  Bowen,  chairman  of  Commercial  National  Bank  here,  blames  Mr.  Allen's 
troubles  on  the  usury  ceiling.  "Bernie  Allen  played  a  good  game,"  Mr.  Bowen  says, 
"but  he  got  caught  in  the  trap." 

Also  being  hurt  is  Dillard  s  Department  Stores  Inc.,  which  is  headquartered  in 
Little  Rock  and  operates  seven  of  its  40  large  stores  in  Arkansas.  The  company 
estimates  that  it  lost  $1.2  million  in  1980  alone  through  borrowing  from  banks  to 
cover  its  Arkansas  credit  customers.  (Dillard's  as  a  whole,  however,  earned  $8.5 
million,  up  from  $8.3  million  in  1979.)  According  to  E.  Ray  Kemp,  Dillard's  vice 
chairman,  52%  of  the  company's  $35  million  in  sales  in  Arkansas  are  on  credit,  and 
"for  every  $1  we  got  back  in  interest  and  service  charges,  we  spent  $1.80."  He  adds, 
"Arkansas  never  was  a  normal  place  to  do  business,  but  now  it  s  getting  even  worse. 

Part  of  the  problem.  Mr.  Kemp  asserts,  is  that  Arkansans  are  "taking  advantage 
of  any  cheap  credit  they  can  get."  He  notes  that  Dillard's  stores  outside  Arkansas 
average  only  45%  in  charge  sales,  and  those  customers  generally  pay  about  18% 
annual  interest. 

Over  the  years,  Arkansas  retailers  have  found  a  few  ways  to  offset  the  costs  of 
extending  credit.  Dillard's  for  example,  has  cut  its  pay  period  for  credit  purchases  to 
six  months  from  the  18  months  allowed  two  years  ago.  Other  retailers  have  quit 
extending  their  own  credit  altogether  or  encourage  the  use  of  bank  credit  cards, 
which  can  charge  15%  in  annual  intrerest  because  of  the  federal  bank  laws. 

Many  retailers  say  they  are  operating  with  fewer  clerks  than  ever  before  and 
have  put  off  remodeling  plans  or  moves  to  larger  quarters.  Others  have  simple 
trimmed  inventories  and  discontinued  free  si — : — 


HIGHER    PRICKS 


However,  the  easiest  way  to  recoup  the  built-in  credit  losses  is  to  raise  merchan- 
dise prices,  and  studies  show  that  except  in  border  areas,  Arkansas  retailers  have 
done  just  that.  According  to  Gene  Lynch,  professor  of  finance  at  the  University  of 
Arkansas  in  Fayetteville,  prices  for  furniture  and  appliances  in  Little  Rock  run  as 
much  as  11%  higher  than  prices  for  identical  merchandise  in  surrounding  states — a 
difference  he  blames  solely  on  the  usury  ceiling.  That  finding  indicates  that  "o 
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customers  are  subsidizing  every  credit  purchase  in  the  state"  by  paying  higher 
prices  themselves,  he  contends.    There's  no  free  lunch  for  anybody.' 

But  in  border  towns  such  as  Texarltana,  which  lies  smack  on  the  Texas-Arkansas 
line,  Arkansas  retailers  can't  raise  prices  and  still  compete  with  rivals  across  town. 
Consequently,  most  furniture  and  appliance  dealers  and  all  15  franchised  new-car 
dealers  have  set  up  shop  on  the  Texas  side  of  State  Line  Avenue,  which  bisects  the 
central  business  district.  There,  they  can  charge  up  to  24%  for  consumer  credit. 

Melvin  Kusin,  ower  of  Kusin's  Texas  Furniture  Store  in  Texarltana,  knows  what 
a  do  business  in  both  states  because  he  owns  another  furniture  store  in 


o  add  8%  to  10%  to  our  prices  across  the  board  just  U 

SOME    OLD    ESTABLISHMENTS 

The  few  furniture  dealers  staying  in  Arkansas  have  been  fixtures  there  for  nearly 
half  a  century.  "Sure  we'd  be  better  off  in  Texas,  but  we  own  our  own  property 
here,"  says  Ft.  J.  McNatt,  whose  Moore  Furniture  Store  has  been  in  business 
"within  spitin'  distance  of  Texas"  for  more  than  40  years.  "Sometimes,  when  I  get  to 
thinking  about  it,  I  get  a  little  mad  that  they  don't  have  my  problems  down  the 
street,"  adds  the   imperturbable   Mr.   McNatt.   "But  it's  too  kit;  to  move  now." 

The  new-car  dealers  in  Texarkana  are  lucky  that,  by  the  early  1970,  they  all  had 
moved  to  the  Texas  aide.  "Arkansas  has  practically  been  cut  out  of  the  map"  as  far 
as  the  auto  makers'  finance  companies  are  concerned,  says  Dennis  Jungmeyer, 
executive  director  of  the  Arkansas  Automobile  Dealers  Association. 

In  the  past  year.  General  Motors  Acceptance  Corp.,  Ford  Motor  Credit  Corp.  and 
Chrysler  Credit  Corp. — all  bound  to  the  10%  interest  ceiling  for  consumer  car 
loans — have  imposed  on  Arkansas  dealers  restrictions  unheard  of  in  the  other  49 
states.  For  example,  GMAC  and  Ford  Motor  Credit  don't  extend  wholesale  or  retail 
credit  on  new  non-GM  and  non-Ford  products,  and  GMAC  finances  the  sale  of  a 
used  car  only  in  it  is  traded  in  on  a  new  GM  model.  Unlike  elsewhere,  all  dealers  in 
Arkansas  have  to  pay  for  insurance  on  cars  in  transit  to  their  showrooms,  and  they 
have  to  pick  up  the  full  tab  when  a  vehicle  is  repossessed.  They  also  must  pay 
market  rates — as  much  as  23%  lately — to  finance  their  own  inventories. 

The  Arkansas  dealers,  accustomed  for  years  to  tight  financing,  have  still  found 
ways  to  stay  in  business.  Last  year,  only  nine  dealerships  folded  or  changed  hands 
out  of  390,  according  to  Mr.  Jungmeyer.  But  so  far  this  year,  17  dealers  have 
already  gone  out  of  business  or  changed  hands,  even  though  sales  have  improved 


For  a  while,  some  dealers  managed  to  turn  the  disadvantage  of  10%  credit  into  a 
marketing  tool:  They  advertised  their  cheap  credit  to  customers  in  surrounding 
states.  But  now  some  finance  companies  refuse  to  grant  10%  credit  to  anyone  but 
an  Arkansas  resident. 

Normally,  the  dealers  would  rely  on  local  banks  to  lend  the  money  to  customers 


turned  down  by  finance  companies.  But  even  with  the  federal  law  allowing  banks  to 
charge  15%,  they  aren't  making  many  auto  loans.  Several  Little  Rock  banks  say 
they  grant  consumer  loans  only  to  their  best  customers  and  only  in  amounts 
exceeding  $3,000. 

"With  consumer  loans,  you  have  to  be  sparing  and  lend  only  to  stay  in  touch  with 
your  good  customers,"  says  Mr.  Bowen  of  Commercial  National  Bank.  And  Joseph 
Ford,  a  vice  president  at  First  National  Bank  in  Little  Rock,  adds,  "We  just  plain 
can't  afford  to  loan  out  money"  even  at  15%.  Since  last  June,  Mr.  Ford  has  seen 
First  National's  outstanding  consumer  loans  drop  to  less  than  $13  million  from  $17 
million.  "This  lack  of  credit  has  got  to  hurt  the  young  people  and  little  people  of 
Arkansas  as  well  as  the  businesses,"  he  observes. 

In  the  wake  of  failures  at  the  ballot  boxes,  bankers,  retailers  and  car  dealers  are 
beginning  to  hope  for  help  from  higher,  and  previously  unmentionable,  places. 
"Nobody  likes  the  idea  of  the  federal  government  meddling  with  our  business,  "says 
David  Kilborn,  general  manager  of  Cliff  Peck  Chevrolet  in  Little  Rock.  "But  that's 
about  our  last  hope  now."  Several  Arkansas  legislators  in  Washington  have  intro- 
duced a  bill  that  would  provide  federal  interest-rate  relief  to  retailers,  and  a  New 
York  congressman  has  proposed  creation  of  a  national  usury  ceiling  that  would 
override  state-imposed  limits. 

If  retailers  and  auto  dealers  in  Arkansas  can  hang  on  until  November  1982, 
however,  federal  help  may  not  be  needed.  In  March,  the  Arkansas  legislature  voted 
to  put  on  the  1982  ballot  yet-another  constitutional  amendment  that  would  raise  the 
consumer-loan  ceiling  to  17%— which  still  would  be  the  nation's  lowest— while 
retaining  the  current  penalty  for  violations. 
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But  even  the  amendment's  proponents  aren't  very  optimistic  that  it  will  fare  any 
better  then  the  last  three  proposals.  "It's  pretty  hard  to  convince  a  voter  that  17% 
or  18%  interest  will  end  up  costing  him  no  more  than  the  10%  he's  paying  now," 
Mr.  Kemp  of  Dillard's  says. 

Others  aren't  sure  that  the  proposed  amendment  will  offer  enough  relief.  "My 
worst  fear  is  that  the  new  amendment  will  be  as  obsolete  as  the  old  law  by  the  time 
we  cut  around  to  vote  on  it,"  says  Jackson  Stephens,  chairman  of  Stephens  Inc.,  a 
Little  Rock  investment  banking  firm.  "But  by  that  time,"  he  adds,  "things  might  be 
so  bad  that  the  people  will  demand  a  cure." 

ARKANSAS  VERSUS  U.S.  EMPLOYMENT  CHANGES  FOR  SELECTED  INDUSTRIES,  1979-80 
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Arkansas    businesses    are   declaring  bankruptcy  at   an 
unprecedented   rate.    In   nearly    every   cam*,    the   Arkanaas 
10%   usury  calling  la  cited  aa  one  ot  the  major  factors 
eaaatag   the  business   to   tall. 

it  la  difficult   to   estimate   the  dollar  loaa  occerlng 
Id   tbe  retail   Industry  because  ot  a  calling  on  finance 
chargaa   that  permits   tbe  retailer   to  raecrar  onJy 
about   ona   bit  If   ot  bit    intareat    coat.    But   we  bare 
O.   S.   Department  ot  Commerce  tlgurea   Indicating  tbat 
tbe   retail    industry   In  Arkansas    Is   an    $0   billion   in- 
dustry,   roughly   bait   of   tbla    annual    sales    volume 
Involves    credit,    receivables   normally    ran    40*    to    50* 
of  annual   credit  aalea,   so  a   conaarvatlve  eatlmata  ot 
the  losses    being   absorbed   by    retailers   voald   be 
1200,000,000! 

In   their  etterte   to  contain   these  loasea,   retailers 
ere  being   forced   to   restrain  customer   use  of  credit, 
shorten   repayment   pexloda,    increase    retail    prices 
(hurting   the  cash  cuatomer)   and  in  noma  caeea,   die- 
continue,  credit  altogether. 

There  can  be  little  argument  with   tbe  retail   industry ' s 
need   tor  relief  from  tbla   lot  celling  in  a   time  ot 
20*  money   retas. 

Tbe  need  tor  quick  relief  la  equally  Important,  every 
day  tbat  passes  rmpraaonta  cloaa  to  a  million  dollar 
leaa   to   the   retail   Induatry. 

We   urge   tbe  members  of   the  Committee   to  give  a   favor' 
able  recommendation   to  s.    963,   so   tbat  It  may  be 
enacted  as  quickly  as   possible. 
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Senator  Tower.  Thank  you  for  your  testimony.  I  view  this 
matter  with  mixed  emotions.  My  great-granddaddy  shed  his  blood 
on  the  battlefield  at  Shiloh  for  States  rights,  and  I  don't  take 
lightly  to  the  idea  of  Federal  preemption  of  State  law,  because  I 
believe  that  we  should  and  must  reserve  broad  powers  to  the 
States.  And  of  course  we  know  that  the  usury  laws  were  enacted 
for  very  good  reason  in  our  societies  many  years  ago,  and  they  had 
much  validity  then.  I  think  we  probably  both  remember  a  late 
colleague  of  ours  who  represented  the  district  which  joined  your 
States  rights,  Patman,  who  of  course  thought  bankers  were  the 
incarnation  of  the  devil.  [Laughter.] 

Now,  at  one  time  they  might  have  been.  We  certainly  would  not 
say  that  about  them  now.  But  in  fact,  the  national  marketplace  is 
what  it  is  and  States  must  function  in  it. 

I  think  you  have  indicated  that  actually  the  restraints  on  inter- 
est rates  are  included  in  your  State  constitution. 

Senator  Bumpers.  They  are,  Mr.  Chairman. 

Senator  Tower.  What  is  the  amending  process? 

Senator  Bumpers.  The  amending  process  is  twofold,  but  the  only 
one  we've  ever  used  there,  to  my  knowledge,  is  where  the  legisla- 
ture submits  a  resolution  during  its  regular  session.  They  are  limit- 
ed to  three  resolutions  in  any  biennium  and  they  submit  the 
amendments  to  the  people  by  voting. 

Senator  Tower.  This  has  not  been  submitted  to  a  referrendum. 

Senator  Bumpers.  It  has  been. 

Senator  Tower.  It  has  been? 

CONSTITUTIONAL  AMENDMENT   REFUSED 

Senator  Bumpers.  It  has  been,  Mr.  Chairman,  and  I  don't  want 
to  delude,  deceive,  or  distort  in  any  way  what  has  happened  in 
Arkansas.  The  people  have  consistently  refused. to  pass  a  constitu- 
tional amendment.  It  will  be  on  the  ballot  again  in  November  of 
1982.  I  would  say  certainly  that  if  we  had  not  had  this  national 
override,  Arkansas  really  would  be  a  basket  case  right  now  because 
the  banks  there  are  not  limited  on  the  interest  they  can  collect  on 
money  loaned  out  of  State.  So  all  they  do,  of  course,  is  just  send 
their  money  to  the  New  York  banks  and  they  would  fare  very  well, 
but  there  would  be  no  money  available  for  the  local  merchants  or 
people. 

But  when  you  put  an  amendment  on  the  ballot  to  raise  the 
interest  rates,  the  ordinary  person  is  not  going  to  take  the  time  to 
educate  himself  to  the  economic  figures  I  just  gave  a  moment  ago 
and  he's  going  to  vote  no.  And  that  s  what's  been  happening.  There 
is  an  incredibly  difficult  educational  process.  I  don't  like  to  have  to 
do  it,  but  Senator  Pryor  and  I  and  the  Governor  at  that  time,  Bill 
Clinton,  last  year  took  a  very  strong  stand.  You  can  see  how  much 
clout  we  have.  We  took  a  very  strong  stand  in  favor  of  that  amend- 
ment and  it  was  not  easy  to  do  that. 

That  was  some  baggage  I'd  just  as  soon  not  carry,  because  I  was 
up  for  reelection  myself.  But  I  felt  so  strongly  that  it  had  to  be 
done.  I  know  Senator  Pryor  did,  too. 

Senator  Pryor.  Mr.  Chairman,  may  I  mention  that  S.963  is  basi- 
cally a  stopgap  proposal?  It's  temporary.  It  sunsets  in  April  of  1983. 
On  our  last  vote  on  this  issue,  Mr.  Chairman,  in  the  fall  of  1980,  44 
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percent  of  the  people  of  the  State  voted  to  change  our  interest 
clause  in  the  constitution.  That  is  much  closer  than  earlier  votes 
and  gives  us  some  hope  that  the  people  of  Arkansas  are  ready  for  a 
change. 

But  also,  Mr.  Chairman,  just  to  show  we  are  making  some  prog- 
ress and  that  takes  our  people  a  little  time  to  make  a  change:  in 
the  1874  constitution  there  was  a  provision  to  limit  the  salaries  of 
the  Governor  to  $10,000  a  year.  Prom  1874  to  1977  the  Governors  of 
Arkansas  were  paid  no  more  than  $10,000  a  year.  And  I  have  heard 
Senator  Bumpers  say  on  several  occasions  that  when  he  received 
his  first  paycheck  as  Governor,  he  put  that  paycheck  on  the  up- 
stairs chest  of  drawers  at  the  Governor's  mansion.  The  upstairs 
maid  found  the  check,  thought  it  was  hers,  and  quit.  [Laughter.] 

The  reason  for  making  that  point  is  to  let  you  know  that  the 
people  decided  to  change  that  provision  in  the  election  of  1976,  and 
I  think,  given  a  little  more  time,  Mr.  Chairman,  they  will  see  that 
the  provision  in  our  constitution  limiting  interest  to  10  percent  also 
should  be  changed. 

Senator  Bumpers.  Mr.  Chairman,  on  that  salary  incidentally,  as 
soon  as  I  left  office  it  would  certainly  have  been  unbecoming  of  me 
to  chair  a  committee  to  try  to  raise  the  Governor's  salary  and  other 
constitutional  offices.  But  the  minute  I  left,  and  knowing  that 
David  was  not  a  wealthy  fellow  and  was  going  to  have  a  tough  time 
making  it — he  wasn't  wealthy  like  me,  anyway,  so  I  chaired  the 
committee  to  get  a  constitutional  amendment  on  the  ballot  and  we 
titled  it  an  amendment  to  limit  constitutional  salaries,  officers' 
salaries.  And  it  passed  2  to  1. 

If  you  can  figure  out  a  title  like  that  for  interest  rates  down 
there.  [Laughter.] 

Senator  Tower.  That  was  pretty  clever.  But  as  long  as  Rockefel- 
ler was  Governor,  he  didn't  need  any  salary  at  all. 

Senator  Pryor.  He  didn't  even  take  his  salary. 

Senator  Bumpers.  I  always  said  I  sold  my  cattle  to  run  against 
Governor  Rockefeller.  He  didn't  have  to  sell  his,  and  I  often  wish  I 
had  mine  back.  [Laughter.] 

surcharges 

Senator  Tower.  Now,  of  course,  right  now  federally  insured  insti- 
tutions are  permitted  to  charge  1  percent  over  the  discount  rate. 
Your  bill  would  permit  all  persons  to  charge  1  percent  over  the 
discount  rate,  inclusive  of  any  surcharge.  Now,  with  the  surcharge 
at  4  percent,  this  makes  a  considerable  difference  as  to  the  kind  of 
relief  it  provides. 

Is  it  your  intent  to  include  or  to  exclude  the  surcharge  as  part  of 
the  permissible  alternative  federal  ceiling? 

Senator  Bumpers.  Mr.  Chairman,  that  s  a  very  difficult  question 
for  me  to  answer.  I  have  ambivalent  feelings  about  that.  Right  now 
an  automobile  dealer,  if  he  sells  an  automobile,  has  none  of  the 
protections  that  he  used  to  have,  the  so-called  3-C  protection.  If  he 
sells  an  automobile  and  the  buyer  is  delinquent,  he  must  make 
that  payment  for  that  buyer. 

Now,  that  is  a  prescription  for  bankruptcy  for  automobile  deal- 
ers. Right  now  GMAC  is  pretty  much  online.  They  are  committed 
to  giving  them  the  same  protection  they  used  to  have  as  long  as 


D,g,t,zedbyG00gIe 


40 

the  discount  rate  is  at  14  percent.  So  right  now,  1  percent  above 
the  Federal  discount  rate  would  solve  the  automobile  dealer's  prob- 
lem. 

But  if  that  discount  rate  comes  back  down,  and  certainly  you  and 
I  both  divinely  hope  it  will,  to  13  percent,  than  all  bets  are  off  and 
they  go  right  back  to  that.  So  the  surcharge,  it  may  be  possible 
part  or  all  that  surcharge  will  be  necessary  to  make  sure  that  this 
doesn't  happen.  But  I  will  say  that's  an  open  question  with  me 
right  now. 

Senator  Tower.  Well,  let  me  follow  that  up  with  another  ques- 
tion. The  prime  rate  now  is  around  20  percent.  In  light  of  that  fact, 
even  with  or  without  the  surcharge,  do  you  believe  that  your  bill 
offers  sufficient  relief? 

Senator  Bumpers.  There  again,  as  Senator  Pryor  said,  I  would  be 
reluctant  not  to  include  a  percentage  or  all  of  the  surcharge,  be- 
cause I  am  afraid,  Senator  Tower,  if  we  pass  this  bill,  that  next 
week,  or  might  be  three  weeks  from  now,  we'd  have  another  bill 
asking  you  to  include  a  surcharge.  That's  what  worries  me  about  it. 

I  don  t  like  the  idea  of  the  surcharge,  but  I  can  see,  if  GMAC  is 
willing  to  finance  automobiles  for  15  percent  in  Arkansas,  which  is 
a  fairly  low  figure  compared  to  the  national  percentages,  than  I 
would  certainly  want  them  to.  By  the  same  token,  if  the  discount 
rate  goes  down  and  they  throw  this  thing  back  on  the  dealer's  lap, 
the  way  they  probably  would,  then  the  dealers  are  going  to  get 
right  back  in  the  same  kind  of  problem  they  are  in  right  now. 

Senator  Tower.  I  think' my  time  has  expired.  Senator  Dixon? 

Senator  Dixon.  I  have  no  questions. 

Senator  Tower.  Senator  Lugar? 

Senator  Lugar.  Mr.  Chairman,  I  first  of  all  want  to  express 
personal  appreciation  to  our  colleagues  for  coming.  Likewise,  for 
their  cooperation  during  the  housing  legislation,  which  comes 
under  this  committee.  And  at  that  time,  both  distinguished  Sena- 
tors from  Arkansas  indicated  they  had  immediate  concerns  and 
were  dissuaded  from  pursuing  them  at  that  moment,  with  the 
thought  that  this  hearing  would  take  place.  I  think  this  is  an 
important  issue,  and,  prompted  by  their  concern,  I  moved  ahead 
with  additional  legislation  which  is  more  comprehensive  but  which 
clearly  tries  to  meet  some  of  the  concerns  that  the  Senators  from 
Arkansas  have  mentioned,  as  well  as  the  whole  gamut  of  additional 
ones  that  some  of  us  on  the  committee  have  found. 

1  have  no  questions  beyond  those  which  you  have  raised,  Mr. 
Chairman,  or  those  that  have  been  covered  in  the  testimony.  I  am 
hopeful  in  these  hearings  we  will  face  squarely  the  problems  that 
prompted  constituents  of  yours  to  come  to  you  and  certainly  have 
brought  an  equal  number  of  my  constituents  to  me.  I  would  simply 
pledge  that  I  would  like  to  work  with  you  to  make  certain  we  come 
forward  with  good  legislation. 

Senator  Bumpers.  Mr.  Chairman,  if  I  may  just  make  one  addi- 
tional comment  to  what  Senator  Lugar  has  said.  I  want  to  thank 
him  because  he  was  on  the  floor  the  day  I  offered  the  amendment, 
generously  offered  to  hold  these  hearings,  and  I  appreciate  that 
very  much.  And  I  want  to  say  this,  Senator  Lugar.  Your  legislation 
would  solve  our  problem. 
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Our  concern  is  this,  and  I  hope  you  won't  think  this  is  presump- 
tuous. Our  concern  is  the  urgency  of  our  problem  because  some- 
thing like  10,000  automobile  dealers  have  gone  out  of  business 
since  1974.  Over  100,000  people  have  lost  their  jobs  nationally,  and 
that's  just  going  to  be  compounded  in  our  State. 

My  point  is,  if  there  is  any  way  to  get  this  bill  through,  your 
legislation  would  preempt  this.  And  if  it's  going  to  take  some  time 
for  this  committee  to  hold  the  hearings  and  mark  your  legislation 
up,  which  is  much  more  comprehensive,  of  course,  we  would  cer- 
tainly hope  that  we  could  get  our  bill  out  in  the  meantime.  If  yours 
comes  through  later  on,  I  promise  you — I  hate  to  just  say  carte 
blanche  without  supporting,  but  certainly  even  though  it  would 
preempt  this,  the  urgency  of  this  can't  be  overemphasized. 

Senator  Lugar.  I  understand.  Thank  you. 

Senator  Tower.  Senator  Dodd,  do  you  have  any  questions? 

Senator  Dodd.  Well,  Mr.  Chairman,  first  of  all,  let  me  apologize 
for  being  a  few  minutes  late.  I  have  read  the  testimony  of  my  two 
Senate  colleagues,  and  I  am  aware  of  their  particular  interest  and 
concern  because  of  the  situation  in  Arkansas.  I  don't  know  whether 
this  has  been  asked,  but  there  is  the  question  of  raising  ceilings, 
setting  ceilings  in  order  to  protect  some  lenders  where  there  is  no 
competition;  whether  or  not  you  should  have  some  sort  of  ceiling  to 
see  that  they  are  guaranteed  some  insulation,  some  protection.  Has 
that  been  raised? 

Senator  Bumpers.  Of  course,  I'm  not  sure  I  understand  your 
question.  Was  it  addressed  to  Senator  Pryor  on  his  testimony? 

Senator  Dodd.  On  his  testimony,  but  either  one  of  you  can  re- 
spond to  it.  I  said  "lenders";  I  meant  "borrowers."  In  terms  of  the 
ceiling  itself,  should  there  be  some  ceiling?  You've  got  10  percent, 
is  it,  in  Arkansas? 

Senator  Pryor.  We  have  a  constitutional  provision. 

Senator  Dodd.  That  sets  a  10-percent  ceiling. 

Senator  Pryor.  It  takes  a  vote  of  the  people  to  change  it. 

Senator  Bumpers.  Set  in  1874,  and  it  was  a  darn  high  provision 
then. 

Senator  Pryor.  We  had  an  illuminating  discussion  on  some  of 
these  provisions  of  the  1874  document  earlier  this  morning.  But  I 
would  just  simply  like  to  say  that  our  legislation  S.  963  is  tempo- 
rary, it  sunsets,  it  does  have  an  override  provision,  as  does  the 
other  piece  of  legislation  that  we're  considering  here  today,  and  we 
just  hope  that  it  will  get  favorable  consideration. 

Senator  Dodd.  I  realize  that.  I  confused  the  question  by  saying 
"lenders."  I  meant  "borrowers."  That  is  the  question  of  whether  or 
not  we  should  remove  all  ceilings,  whether  or  not  we  give  the 
States  3  years  to  respond.  You  come  from  such  a  stringent  situa- 
tion and  yet  there  is  the  danger,  obviously — we  are  all  aware  of 
it — of  what  happens  to  borrowers  down  the  road.  Where  does  this 
take  us?  What  is  the  impact  on  inflation?  Should  there  be  a  set 
ceiling?  Should  it  be  one  that's  tied  to  the  Consumer  Price  Index  or 
to — the  Fed  discount  rate  is  what  some  of  them  have  been  tied  to 
in  the  last  couple  of  years. 

Senator  Pryor.  S.  963  is  tied  to  the  Federal  discount  rate — 1 
percent  above — with  the  possibility  of  an  additional  4-percent  sur- 
charge, which  I  am  sure  will  be  discussed  by  other  witnesses  who 
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come  before  the  committee.  I  think  this  floating  rate  provides  the 
flexibility  the  market  needs  while  giving  borrowers  reassurance 
that  interest  rates  will  not  rise  to  unreasonable  levels. 

Senator  Dodd.  I  understand  your  bill  is  for  3  years,  giving  the 
States  an  opportunityto  respond  to  that. 

Senator  Bumpers.  That's  correct. 

Senator  Dodd.  What  I  am  asking,  I  guess,  and  either  of  you  can 
respond,  is  after  that  3-year  period,  should  we  still  proceed  with 
some  sort  of  linkage — Fed  discount  rate,  CPI,  whatever  else  it 
might  be— to  protect  borrowers?  Is  it  really  wise  juBt  to  lift  it  off 
entirely?  Assuming  some  States,  all  States,  whatever  the  percent- 
age may  be,  don't  respond  in  any  way  whatsoever,  what  happens? 
What  potentially  happens? 

INCREASE    3-YEAR   LIMITATION 

Senator  Pryor.  Our  sunset  date  of  April  1,  1983,  will  take  us 
through  the  next  referendum  in  Arkansas.  The  people  of  our  State 
may,  or  may  not,  decide  to  make  a  change  in  our  constitution,  but 
Senator  Bumpers  and  I  feel  that  the  most  we  can  ask  of  the 
Congress  is  a  temporary  preemption  simply  to  buy  time  for  the 
people  of  our  State  to  act.  If  the  constitution  is  not  amended,  I 
suppose  we  will  have  to  live  with  that  decision. 

S.  1406,  on  the  other  hand,  would  lift  all  ceilings  permanently 
unless  the  States  acted  within  3  years  to  reimpose  their  own  laws. 
It  is  my  personal  preference  that  we  not  have  a  3-year  limitation 
on  the  preemption  by  the  States.  I  believe  that  the  States  should  be 
given  the  opportunity — say,  10  years  from  now,  if  they  wish — to 

freempt  the  Federal  legislation.  That  may  be  wishful  thinking,  but 
know  that  this  is  a  concern  of  many  people  who  wish  to  preserve, 
wherever  possible,  the  rights  of  the  States  to  enact  their  own  laws. 

Senator  Bumpers.  Chris,  I  think  maybe  I  understand  the  ques- 
tion a  little  better  now.  In  April  of  1983  all  of  this  legislation, 
including  some  of  the  usury  override  provisions  of  the  omnibus 
banking  bill  that  we  passed  last  year,  self-destructs  and  everybody 
is  back  to  square  1  then.  And  the  bill  that  Senator  Pryor  and  I  are 
offering  here  today  does  the  same  thing.  In  other  words,  we're 
strapped  with  this  10-percent  constitutional  limitation  on  interest. 

In  April  of  1983,  unless  something  has  happened  in  between,  we 
go  right  back  to  that.  As  long  as  this  bill  is  in  effect,  of  course,  it's 
at  1  percent  above  the  Federal  discount  rate.  But  in  April  the 
whole  thing  self-destructs,  as  does  the  usury  override  for  agricul- 
tural and  business  loans  in  the  omnibus  banking  bill. 

I  might  make  one  other  point  I  didn't  make  to  the  full  committee 
during  the  testimony  a  moment  ago,  and  that  is,  according  to  a 
National  study  a  little  over  a  year  ago,  30  percent  of  the  auto- 
mobile sales  were  being  lost  for  lack  of  financing.  Today  that  figure 
is  50  percent.  In  other  words,  automobile  dealers  would  be  Belling 
close  to  50  percent  more  automobiles  today  than  they  are  selling  if 
they  could  get  Financing. 

It's  just  a  terrible  situation,  when  you  consider  the  depressed 
state  of  the  automobile  industry  and  I  don't  want  everybody  to 
think  this  is  the  only  reason  for  this  bill.  Every  retailer  in  our 
State  who  has  to  finance  anything  from  refrigerators  on  up,  unless 
it's  farm  equipment  or  something  being  used  for  business  purposes, 
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which  we  included  in  the  omnibus  banking  bill  last  year.  But 
GMAC  takes  the  position,  and  I  think  GECC  does,  too,  that  any- 
thing you  sell  is  going  to  be  for  personal  reasons  because  they  don't 
want  to  face  the  possibility  of  a  lawsuit. 

A  fellow  comes  in  and  says,  "I'm  a  travelling  salesman.  I  want  to 
buy  a  new  car.  It's  going  to  be  used  for  business  purposes,  so  you 
can  charge  me  whatever  interest  rate  you  want  to. '  It's  my  under- 
standing GMAC  says  they  will  not  take  that  risk  of  charging  him  5 
percent  above  the  discount  rate.  But  they  don't  do  that,  for  fear 
he'll  come  back  later  and  reneg  on  what  he  said  at  that  time,  and 
say  this  was  really  a  personal  automobile  and  you've  overcharged 
me,  it's  usurious,  et  cetera. 

Senator  Dodd.  One  last  point.  I'm  just  curious,  you  may  have 
touched  on  it.  What  are  the  politics  in  Arkansas  on  this? 

Senator  Bumpers.  It  ain't  very  happy  for  me  and  Senator  Pryor 
to  be  here  to  ask  for  higher  interest  rates. 

Senator  Tower.  We  did  have  a  little  discussion  on  that,  Senator. 
It  might  be  painful  for  them  to  have  to  repeat  it. 

Senator  Dodd.  If  it's  already  been  asked,  I'll  find  out  afterwards. 

Constitutionally  we  have  two-thirds  requirements  to  change  the 
legislature,  two  thirds? 

Senator  Pryor.  The  State  legislature  refers  three  amendments  or 
resolutions  each  2  years.  It  cannot  refer  any  resolutions  in  a  spe- 
cial session,  only  in  a  general.  We  have  voted  on  this  matter 
several  times,  most  recently  in  November  of  1980.  At  that  time  44 
percent  of  the  people  in  the  State  said  they  prefered  a  change  to  a 
floating  rate;  the  balance,  or  the  majority,  said  not.  We  hope  to 
have  this  on  the  ballot  again  in  the  fall  of  1982,  but  now  we  must 
ask  for  some  temporary  relief  for  our  retailers,  car  dealers,  those 
who  floorplan,  because  they  are  in  a  calamitous  situation  right  now 
that  is  actually  going  to  lead  to  a  financial  crash  in  the  retail 
market  in  Arkansas. 

Senator  Bumpers.  Senator  Dodd,  you  didn't  serve  with  Senator 
Morgan  in  this  body.  Senator  Morgan  was  probably  the  most 
ardent  champion  of  States'  rights  in  setting  their  own  interest 
rates.  Senator  Pryor  and  I  were  very  close  friends  of  his,  but  we 
couldn't  persuade  him  to  support  any  of  this  legislation  because  he 
felt  so  strongly  about  it. 

I  must  say,  the  chairman,  Senator  Tower,  said  at  the  opening  of 
this  that  his  great-grandfather  fought  at  Shiloh  and  he  was  a  great 
champion  of  State*  rights,  and  I  am,  too.  This  ought  to  be  settled 
at  the  local  level.  We  ought  not  to  be  here  having  to  do  this,  and  I 
certainly  hope  that  it  will  be  settled.  Either  we  will  have  a  nation- 
al, preemptive  rate  that  everybody  will  live  with,  or  ever  State  will 
live  with  whatever  the  consequences  are. 

But  you  know,  when  you  have  good  friends  who  are  retailers, 
and  I  was  a  retailer,  and  I  know  I  had  a  half  million  dollars'  worth 
of  paper  out  when  I  sold  my  business.  I  wouldn't  be  in  business 
today  under  these  circumstances.  I  would  just  to  have  had  to  sell 
my  merchandise  out  the  front  door  and  forgotten  it,  and  that's 
what  people  in  Arkansas  are  doing.  You  can't  neglect  that.  You 
cannot  ignore,  no  matter  how  deplorable  you  find  these  interest 
rates,  you  can't  sit  back  and  see  your  friends  just  going  broke 
because  of  a  situation  over  which  they  have  no  control. 
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Senator  Dodd.  Thank  you,  Mr.  Chairman. 

Senator  Tower.  Any  further  questions,  Senator  Lugar? 

Senator  Lugar.  I  would  just  like  to  follow  up  the  colloquy  be- 
tween my  colleagues,  Senator  Dodd  and  Senator  Bumpers,  because 
clearly  this  committee  did  have  a  lot  of  responsibility  in  the 
Senate,  of  course,  as  a  whole  for  thinking  through  the  restructur- 
ing, refinancing  of  the  Chrysler  Corp.  The  automobile  situation  is 
not  unknown  to  this  committee  and  we  struggled  mightily  with 
that  situation. 

The  predicament  that  we  have  here  is  clearly  underlined — I 
don't  know  whether  30  percent  or  50  percent  of  sales  in  this 
country  are  being  postponed  because  of  credit,  but  it  is  a  very  large 
number  going  into  hundreds  of  thousands  of  automobiles  on  a 
national  basis,  not  only  in  the  State  of  Arkansas  but  the  State  of 
Indiana  and  everywhere  else,  for  that  matter.  So  on  the  one  hand 
we  have  taken  on  a  public  responsibility  of  asking  the  taxpayers  of 
the  country  to  underwrite  loans  to  Chrysler,  and  on  the  other  we 
have  pretty  well  shut  off  the  possibilities  not  only  for  Chrysler  but 
General  Motors,  Ford,  and  everybody  else  who  is  selling  cars  in  the 
country,  and  it  simply  has  got  to  be  squared  in  some  fashion,  given 
the  vagaries  of  what  is  going  on  in  our  economy. 

So  I  appreciate,  especially,  your  bringing  this  point  to  the  fore, 
because  the  politics  of  this  situation  is  very  confused.  I  would 
guess,  I  think,  without  contradiction  from  anyone,  that  the  UAW 
would  be  very  strongly  in  favor  of  automobile  sales  in  the  country 
at  the  present,  accelerating  them  in  every  possible  way,  and  so 
would  those  who  are  stockholders,  and  so,  as  a  matter  of  fact, 
would  everybody  else  in  the  Senate  who  voted  for  Chrysler  legisla- 
tion or  is  at  all  interested  in  this  problem,  or  recreational  vehicles 
or  for  that  matter,  in  refrigerators  or  anything  else  which  at 
present  is  not  being  sold  in  the  country,  and  try  to  get  something 
going.  So  I  appreciate  the  points  that  you  made. 

Senator  Tower.  Thank  you  very  much  for  your  useful  testimony 
this  morning. 

Our  next  witness  is  Congressman  John  J.  LaFalce,  from  the 
State  of  New  York. 

Congressman,  first,  may  I  defer  to  my  colleague  from  Indiana, 
Senator  Lugar,  and  see  if  he  wants  to  make  an  opening  statement. 

Senator  Lugar.  Mr.  Chairman,  I  ask  unanimous  consent  that  my 
opening  statement  be  made  a  part  of  the  record.  It  simply  states 
that  several  weeks  ago,  I  introduced  S.  1406,  and  that  will  be  a 
subject  of  discussion.  And  the  very  articulate  Congressman  who  is 
about  to  testify,  as  a  matter  of  fact,  has  offered  identical  legisla- 
tion, more  or  less,  on  the  House  of  Representatives,  and  I  will  allow 
him  to  be  a  spokesman  for  both  of  us  at  this  point. 

Senator  Tower.  Your  statement  will  be  entered  in  the  record  as 
though  read. 

[The  complete  statement  follows:] 

OPENING  STATEMENT  OF  SENATOR  LUGAR 
Senator  Lugar.  Several  weeks  ago,  I  introduced  S.  1406,  the 
Credit  Deregulation  and  Availability  Act  of  1981.  This  bill  pre- 
empts State  interest  rate  ceilings  on  consumer,  agricultural,  and 
business  credit  and  eliminates  the  Federal  ceiling  on  the  rate  of 
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interest  that  may  be  charged  by  Federal  credit  unions.  Today,  we 
begin  hearings  on  this  bill,  as  well  as  a  more  limited  preemption 
bill,  S.  963,  which  was  introduced  earlier  by  Senators  Bumpers  and 
Pryor.  Substantial  testimony  has  been  received  already  by  the  full 
Senate  Banking  Committee  on  this  issue  during  the  extensive  over- 
sight hearings  on  financial  industry  issues  earlier  this  year. 

I  believe  that  broad  usury  preemption  legislation  is  both  timely 
and  important,  consumers  and  industries  nationwide  are  being  se- 
verely damaged  by  the  limited  availability  of  credit  that  has  result- 
ed from  consumer  credit  interest  rate  ceilings. 

Industries  critical  to  the  well-being  of  Indiana,  such  as  the  auto- 
mobile and  recreational  vehicle  manufacturers,  are  finding  their 
businesses  stagnating  because  of  the  inability  of  consumers  in 
other  States  to  obtain  financing.  Other  industries,  particularly  the 
manufacturers  and  sellers  of  big  ticket  items,  are  unable  to  market 
their  products  because  of  the  lack  of  available  financing. 

Consumers  are  also  being  injured.  Those  who  desire  to  purchase 
these  products  simply  cannot  get  credit,  even  if  they  are  willing 
and  qualified  to  pay  higher  interest  rates. 

The  realities  of  the  marketplace  simply  do  not  permit  restrictive 
interest  rate  ceilings.  Interest  rate  ceilings  tend  to  distort  financial 
markets  and  depress  the  economy — they  are  counterproductive  in 
competitive  markets.  When  manufacturers  are  unable  to  market 
their  product  because  of  restrictive  interest  rate  ceilings,  reform  is 
warranted.  When  this  situation  cuts  across  State  lines,  national 
legislation  to  free  up  the  market  for  consumer  credit  transactions 
must  be  forthcoming. 

The  Depository  Institution  Deregulation  Act  of  last  year  provided 
for  the  phase  out  of  interest  rate  ceilings  on  deposit  accounts, 
eventually  resulting  in  the  complete  decontrol  of  depository  institu- 
tion's liabilities. 

Financial  institutions  will  be  unable  to  pay  market  rates  on  their 
deposits  if  they  are  not  permitted  to  charge  market  rates  for  credit. 

The  Deregulation  Act  began  the  process  of  deregulating  interest 
rate  ceilings  on  credit  by  preempting  State  ceilings  on  first  mort- 
gages and  establishing  an  alternative,  temporary  Federal  ceiling 
for  business  and  agricultural  credit.  It  is  time  for  the  Congress  to 
complete  this  process  begun  last  year  by  enacting  S.  1406. 

I  am  confident  that  the  testimony  presented  at  these  hearings 
today  will  substantiate  the  need  for  this  bill. 

Senator  Tower.  Congressman  LaFalce,  we're  delighted  to  have 
you  here  this  morning.  We  would  be  glad  to  print  your  entire 
statement  in  the  record,  and  permit  you  to  summarize  it,  if  you 
wish  to  do  so. 

You  may  proceed  in  any  way  that  you  see  fit. 

STATEMENT  OF  JOHN  J.  LaFALCE,  REPRESENTATIVE  IN  CON- 
GRESS FROM  THE  STATE  OF  NEW  YORK 

Mr.  LaFalce.  Thank  you  very  much  for  asking  me  to  appear 
before  you  this  morning.  I  would  like  to  do  precisely  that.  I'd  like 
to  introduce  the  entire  testimony  that  I  prepared,  and  speak  off  the 
cuff,  and  hopefully  be  mercifully  brief,  so  you  can  listen  to  experts 
rather  than  politicians. 
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I  come  here  as  a  liberal  Democrat,  favoring  legislation  that  some 
people  think  is  strictly  probanker  legislation.  It's  hardly  that  at  all. 
I'm  also  chairman  of  the  House  Small  Business  Subcommittee,  and 
General  Oversight  Committee.  I  just  want  to  make  a  few  points. 

DISCRIMINATING  AGAINST  THE  CONSUMER 

The  Federal  Government  has  preempted  usury  ceiling  after 
usury  ceiling.  When  it  comes  to  residential  mortgages,  the  Federal 
Government  preempted  the  usury  ceilings  on  those.  When  it  came 
to  certain  business  loans,  the  Federal  Government  preempted 
usury  ceilings  on  those.  The  only  one  that  we  really  haven't,  the 
main  one  we  haven't  preempted,  is  the  usury  ceiling  for  the  con- 
sumer, and  I  don't  think  we  should  discriminate  against  the  con- 
sumer. 

In  discriminating  against  the  consumer,  we  adversely  impact  the 
consumer,  because  he's  not  able  to  get  a  loan  when  the  usury 
ceiling  is  so  low  that  it  doesn't  bear  any  relationship  to  market 
interest  rates.  That,  in  turn,  discriminates  against  the  small  busi- 
nessman, because  the  small  businessman  is  not  having  his  goods  or 
services  purchased  by  the  consumer. 

And  in  so  far  as  the  banking  community  is  concerned,  they're 


not  really  hurt,  because  they're  not  giving  loans  out  in  the  first 

{ilace  at  a  loss,  because  it  just  wouldn't  make  sense  to  give  out 
oans  when  money  costs  you  15,  20,  25  percent — whatever  the 


conditions  are — and  you  can  only  charge  10  or  12  percent. 

Now,  the  reason  this  came  to  my  attention  so  forcefully  is  also 
because  I'm  from  New  York  State,  and  New  York  State  had  a 
usury  law.  Back  in  19S0,  we  couldn't  charge  more  than  about  12 
percent  And  yet,  as  you  well  know,  the  interest  rates  varied  from 
around  20  percent  or  so,  on  down.  But  for  most  of  1980,  in  order  to 
buy  a  car  in  the  State  of  New  York  for  $6,000,  you  had  to  come  up 
with  a  down  payment  of  $6,000.  Prior  to  the  passage  in  March  of 
our  Depository  Institutions  Deregulation  Act,  if  you  wanted  to  buy 
a  home  for  $100,000,  your  down  payment  had  to  be  $100,000. 

The  point  is,  loans  simply  weren't  being  given.  In  some  theoreti- 
cal world,  maybe  we  should  say:  "OK.  We've  got  to  give  total 
deference  to  the  States  on  this." 

However,  there  are  a  number  of  arguments  that  I  think  militate 
against  that.  First  of  all,  it's  not  been  the  historic  tradition  of  the 
U.S.  Congress  to  just  give  total  deference.  We  have  preempted  in 
instance  after  instance,  and  there's  no  reason  why  we  shouldn't 
preempt  in  this  instance. 

Second,  there  is  a  way  for  the  Federal  Government  to  act,  and 
still  give  a  certain  amount  of  deference  to  the  State  governments. 
That  s  to  permit  a  certain  period  of  time — whether  it  be  2  years  or 
so — after  the  effective  date  of  Federal  legislation,  or  whether  it  be 
3  years,  in  which  the  State  can  act  to  go  back  to  its  old  way,  or  to 
impose  some  new  type  of  usury  ceiling. 

Third,  if  we're  really  going  to  look  at  the  market  that  exists  in 
the  United  States  today,  the  interest  rates  are  really  determined 


by  national  and  international  factors.  They  are  not  determined  at 
all  by  State  factors.  And  so,  if  we  want  to  pass  legislation  on  the 
basis  of  economic  sense,  we  really  ought  to  nave  a  national  usury 
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Senator  Dodd  asked  the  question  of  Senators  Bumpers  and  Pryor: 
Well,  shouldn't  we  peg  it  to  something,  in  order  to  protect  the 
consumer? 

That's  a  very  good  question.  I  gave  consideration  to  that  last 
year,  when  I  first  introduced  the  straight  Federal  preemption. 
Then  I  thought,  well,  let's  come  in  with  some  type  of— not  Just  a 
Federal  preemption,  but  a  Federal  ceiling.  The  difficulty  is,  we 
open  up  a  Pandora's  box  there. 

What  do  you  tie  that  Federal  ceiling  to?  I  don't  think  tying  it  to 
the  Federal  discount  rate  makes  any  sense  at  all. 

Do  you  tie  it  to  2-year  certificates?  Three  years?  There  are  just  a 
million  and  one  different  ways  that  you  could  establish  a  Federal 
usury  ceiling.  And  I'm  not  sure  that  there's  any  good  way,  though, 
out  of  all  of  those. 

Most  importantly,  I  don't  think  it's  necessary.  If  we  look  to  the 
origin  of  usury  ceilings — I  don't  think  Arkansas,  for  example, 
which  was  10  percent,  is  low  in  the  entire  United  States  of  Amer- 
ica. That  10  percent  was  established  when  we  had  about  2-  or  3- 
percent  interest  rates.  If  we  were  to  have  comparable  usury  ceil- 
ings today,  when  the  prime  is  about  20.5  percent,  we'd  need  about 
a  50-percent  usury  ceiling;  and  of  course,  nobody's  going  to  pass 
that. 

DANGER  IN   FEDERAL  USURY  CEILINGS 

There's  always  the  great  danger,  too,  whenever  we  get  involved 
in  Federal  usury  ceilings,  as  opposed  to  straight  preemptions,  that 
we're  so  tempted  to  bring  it  down  as  close  as  possible  to  the 
prevailing  prime  rate  or  something,  that  we're  not  only  not  going 
to  achieve  the  objective  that  we  intended;  we  are  going  to  perhaps 
be  asking  for  trouble  in  a  year  or  two,  when  the  interest  rates 
could  go  up,  rather  than  down. 

But  also,  we  are  going  to  be — if  we  establish  that  usury  ceiling — 
so  close  to  what  is  truly  profitable,  we  are  going  to  be  encouraging 
the  financial  institution  community  to  set  their  ceilings  at  that, 
rather  than  truly  let  competitive  market  forces  work,  too.  That's 
another  point  that  must  be  mentioned. 

Today  in  the  year  1981,  as  opposed  to  the  Biblical  days,  and  as 
opposed  to  100  years  ago  or  50  years  ago  in  the  United  States,  you 
know,  when  usury  ceilings  were  adopted —  we  have  opened  compe- 
tition. We  have  many  sources  to  go  to  for  money.  We  do  have  a 
classical  free  enterprise  system  when  it  comes  to  obtaining  money 
in  the  United  States  today. 

Those  are  basically  the  points  I  want  to  make.  There  are  very 
few  differences  between  the  legislation  I  introduced  this  year  and 
that  that  Senator  Lugar  introduced.  I  think  if  we're  going  to  act, 
that  we  ought  to  act  quickly. 

There  are  a  number  of  States — I'm  not  sure  exactly  how  many;  I 
think  it's  about  16  right  now — that  do  have  restrictive  usury  laws 
which  are,  in  effect,  closing  out  the  consumer  from  getting  any 
credit  whatsoever.  And  it's  hurting  the  small  business  community; 
it's  hurting  the  large  business  community,  too.  And  there's  really 
just  no  reason  for  it.  It's  not  a  question  of  getting  a  loan  at  10 
percent  or  getting  a  loan  at  20  percent;  it's  a  question  of  getting  no 
loan,  or  getting  a  loan  at  market  interest  rates. 
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We're  not  forcing  a  loan  at  20  percent  upon  any  individual  at  all. 
He  has  total  discretion  to  obtain  the  loan  at  that  interest  rate,  or 
no  loan.  And  of  course,  we're  not  in  any  way  affecting  the  truth  in 
lending  requirements  at  all.  He  still  has  all  the  protections  availa- 
ble to  him— that  is,  alt  the  disclosure  protections,  knowing  exactly 
what  he  or  she  is  getting  into. 

Also,  both  Senator  Lugar's  bill  and  mine  in  no  way  affect  the 
State  consumer  protection  laws.  Any  consumer  protection  laws  on 
the  books  in  any  given  State  are  totally  protected,  both  by  Senator 
Lugar's  bill  and  by  mine.  The  only  thing  we  would  do  would  be  to 
preempt  the  usury  ceilings. 

If  we're  going  to  have  action,  I  think  we  need  fast  action.  If  we're 
going  to  get  fast  action,  I  think  it's  going  to  have  to  emanate  from 
the  U.S.  Senate.  Once  the  Senate  acts,  I  think  the  House  of  Repre- 
sentatives will  then  act,  or  will  accept  it  in  conference,  as  we 
accepted  so  many  of  the  usury  ceiling  preemptions  in  conference, 
on  the  Depository  Institutions  Deregulation  Act,  that  we  might 
never  have  been  able  to  get  through  ab  initio  in  the  House  of 
Representatives. 

Also,  Secretary  Regan  has  come  out  in  strong  support  of  usury 
preemption,  in  his  testimony  before  this  committee. 

Senator  Tower.  Would  you  yield  at  that  point,  for  a  minute? 

You  mentioned  action  in  the  House.  Have  any  hearings  been 
held  or  scheduled  in  the  House,  on  this  issue? 

Mr.  LaFalce.  The  Subcommittee  on  Financial  Institutions,  Mr. 
Chairman,  has  not  held  one  hearing  on  any  issue  at  all,  in  the  year 
1981.  And  so,  the  answer  is  no.  They  haven't  on  usury.  But  you 
have  to  understand  it  in  context. 

However,  I  also  point  out  that  the  Subcommittee  on  Financial 
Institutions,  and  the  full  Banking  Committee,  are  beginning  hear- 
ings at  the  end  of  July,  on  a  myriad  of  issues  affecting  the  economy 
of  the  United  States  of  America,  and  that  certainly  will  include 
usury  ceilings. 

Senator  Tower.  Thank  you  very  much.  Congressman. 

It's  interesting  to  note  that  you  are  the  lead  sponsor  for  this 
legislation  in  the  House,  given  the  fact  that  New  York  law  was 
recently  altered  regarding  ceilings  for  consumer  credit. 

Mr.  LaFalce.  When  I  first  introduced  it,  Mr.  Chairman,  New 
York  of  course  had  a  restrictive  usury,  but  then  I  became  so 
intellectually  convinced  of  the  merits  of  the  issue — as  opposed  to 
looking  out  just  for  the  interests  of  New  York  State — that  I  con- 
vinced— I  said:  "Somebody  has  to  carry  the  banner  for  the  other 
States  that  have  restrictive  using  ceilings."  And  since  I  started  it,  I 
might  as  well  try  to  finish  it. 

PIECEMEAL  APPROACH  TO  DEREGULATION 

Senator  Tower.  You  point  out  that  interest  rate  deregulation 
has,  up  to  now,  been  approached  pretty  much  on  a  piecemeal  basis. 

Would  you  care  to  comment  on  the  problems  of  the  piecemeal 
approach  to  this  particular  issue? 

Mr.  LaFalce.  Well,  there  are  two  ways  in  which  piecemeal  ap- 
proach is  a  problem.  First  of  all,  if  you  approach  it  on  the  problem 
from  State  to  State,  that  businessman  who  wants  to  operate  not 
just  in  one  State  but  in  many  States,  is  at  a  serious  disadvantage, 
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because  that  businessman  might  have  to  comply  with  the  laws  of 
five  different  States.  And  that  becomes  terribly  confusing.  So  that's 
one  problem. 

In  so  far  as  the  piecemeal  approach  is  concerned,  I  don't  know 
that  there  is  any  rational  basis  for  preempting  loans,  if  it's  a 
business  loan — having  Federal  preemption  for  residential  mort- 
gages, and  then  effectively  not  having  Federal  preemption  for  con- 
sumer loans.  You  hurt  not  only  the  consumer,  but  you  also  of 
course,  more  seriously,  hurt  the  small  businessman,  who  can't  sell 
to  the  consumer  because  the  consumer  doesn't  have  funds  available 
to  him. 

For  the  consumer,  it's  a  question  of  the  consumer  getting  a  new 
car  or  not  getting  a  new  car.  He  can  probably  do  without  the  new 
car.  He  can  fix  up  his  1974  Chevrolet,  rather  than  buy  a  1981 
Chevrolet.  It  is  going  to  have  an  adverse  effect  on  the  economy,  to 
be  sure.  But  when  you  multiply  that  one  consumer  times  500  or 
1,000,  you're  putting  that  automobile  dealer  and  all  his  employees 
out  of  business. 

So,  it  is  a  definite  inconvenience,  and  it  is  definite  discimination 
against  the  consumer,  foreclosing  an  option  to  him.  But  it  is  a 
disaster  to  the  small  businessman. 

Senator  Tower.  Congressman,  I  think  my  time  is  about  up.  I 
have  two  or  three  additional  questions  that  I  would  like  to  submit 
to  you  to  respond  at  a  later  date,  if  you  will. 

Mr.  LaFalce.  Surely. 

[Complete  statement  of  Congressman  LaFalce  follows:] 
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Stat —eat  of  Hep.    John  J.   LaFalc* 
of  Sen  Torit  before  Tiiia&cie;   Institutions  S 

of  pmmmmm   Si^uq  CimittM,      July  9,    1»«1  on  the 
Credit   sereguletioc:    ir,i  Availability  Act  of  1M1. 

Mr.    Chairman,    t  want  to  thank  70a  for  the  opportunity  to 
appear  before  the  Senate  Banking  Committee's  Financial    Institutions 


I   am  glad  that   this   Subcommittee  is   holding  hearings  on 
legislation  that  addressee  a  problea  that  seriously   affects  both 
lenders  and  consumers  —    usury  ceilings  on  cons  oner  loans.      It  is 
a  problea  that  den* mis    :;r::«5::-.3:   action  because  of  the  economic 
hardships    It   creates    for   consumers,    retailers,    and   financial    insti- 
tutions.     If  there  is  one  message  I  wish  to  leave  with   the  Sub- 
committee this  morning,    it  is   that  prompt  action  smst  be  taken  to 
provide   lasting  relief    from  artificial  interest  constraints  that 
skew  the  consumer   credit  market. 

The  problem  is  simply  stated.      Many   states  currently  have 
usury   lw«   that  set   ceilings   on  consumer  loans  at   levels  below 
market   interest   rates.      The  result  is   that  many  banks,    savings   and 
Loan  associations,    finance   companies,    retailers,    and  automobile 
dealers  are   reluctant   to   finance  big-ticket   items   and  extend 
revolving  credit  because  of  the  high  cost  of   their   funds —   a 
cost   that   low  usury  ceilings  prevent  them  from  recouping.      Moreover, 
this  hurts   not   Just  consumers  who  cannot   secure  credit,   but  all 
consumers  who  end  up  paying  higher  prices   to  subsidize    low  interest 
rates   caused  by   low-  usury  ceilings .      It   is   axiomatic  that   lenders 
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will   raise  prices   in  other  areas   to  recover   indirectly   the 
credit  costs  they  can't   recover  directly. 

Usury   ceilings   and  their  debilitating  economic  consequences 
have   long  concerned  me.      I  became  actively   involved  in  trying 
to   resolve   this  problem   laat  year  when  New  York   state  was   laboring 
under  most  restrictive  usury   limits,   and   it  didn't   appear  that 
the   state   legislature  would  provide   a   remedy. 

Constructive   action  was  called   for.      In  that   spirit,    I 
introduced   legislation   last  year  that  provided   for  Federal   pre- 
emption of  state  usury  ceilings  on  consumer  credit  and  also  allowed 
lenders   to  charge  market   rates   on  open  end  credit  plans,    including 
credit  cards.     The  cries  for  help  that  I  heard  from  Hew  Vork  state 
bankers   and  businessmen  were   heeded  by   the  Hew  York   legislature 
which  met   in  emergency   session   last  November  to   lift  the   state's 
usury  ceilings. 

But  we  still  have  many  states  where  usury  ceilings  on  consumer 
credit  remain  low  and  where  the  government  is  reluctant  to  deal 
with  the  problem. 

The  problem  is  nationwide  in  scope.     Yet,   interest  rate  de- 
regulation has  thus  far  been  approached  only  on  a  piecemeal  basis. 
The  Federal  government  has  acted  in  certain  areas,  but  not  in 
others;    it  has  preempted   state  usury   ceilings  on   certain  types  of 
lending,   but  not   others.      In   those   lending   sectors   that  remain 
under   state   jurisdiction,    interest   rates  vary   from  one   state  to 
another.     What  we  have   is  a  crazy  guilt-work  pattern  that  is 
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inherently  irrational.  It  is  now  time  to  resolve  the  issue 
of  interest  rates  on  consumer  loans  on  a  national  basis  and 
adopt  a  uniform  policy  of  Federal  preemption  of  usury  ceilings. 

The  need  to  achieve  a  national  solution  prompted  me  to 
introduce  legislaton  four  months  ago  to  provide  for  a 
simple  Federal  preemption  of  state  usury  ceilings  on  consumer 
loans.   I  was  very  pleased  when  Senator  Lugar  last  month  intro- 
duced a  similar  measure.   While  the  bills  have  a  few  technical 
differences,  they  are  essentially  companion  measures  that  rely  on 
competitive  market  forces  to  set  interest  rates  and  be  the  ultimate 
regulator. 

The  bills  neither  affect  the  consumer  protection  provisions 
that  the  states  and  the  Federal  government  have  enacted  nor  restrict 
their  power  to  act  in  this  area  in  the  future.   This  should  meet  the 
concerns  of  consumer  groups  which  fear  that  Federal  preemption  might 
undermine  consumer  protections. 

The  bills  also  protect  state  prerogatives  by  allowing  the  states 
a  3-year  period  after  the  measure's  enactment  in  which  they 
could  re impose  interest  ceilings  on  consumer  loans. 

What  is  important  is  that  both  bills  represent  a  serious  effort 
to  settle  this  problem  once  and  for  all.   The  validity  of  their 
approach  has  been  demonstrated  by  New  York  State's  experience  since 
the  deregulation  last  November  of  interest  rate  ceilings  on  consumer 
credit.   I  realize  that  there  are  fears  that  interest  rates  charged 
on  consumer  loans  could  skyrocket  without  usury  ceilings.   But  a 
report  Issued  last  March  by  Muriel  Siebert,  the  state  Superintendent 
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of  Bonks,   shoved  that  did  not  happen.      Interest  rates  for 
credit   rose  as  expected      from  their   artificially  low  levels.      But 
anst   financial   institutions     raised  their  charges  to  between   16  and 
19   percent,   well  within  the  range  the  market  was   charging.      This 
rise  was  accompanied  by   an   increase   in   the  amount  of  consumer  credit 
available,   the  report  said,   and  an   increase  in  credit   lines   for 
individuals.      Consumers   at   last  had  an  opportunity  not  only   to  receive 
credit  but  to  shop  for  credit. 

As  this  Subcommittee  considers   this  problem,    it  is   important 
to   remember  that   the   legislation  Senator  Lugar  and   I  have   introduced 
reflects  an  almost  universal  consensus  among  the  finance  and  retail 
ccmnunities  and  the  Administration.      Treasury  Secretary  Regan  gave  the 
Administration's   strong  endorsement   to   these  efforts  during  his   recent 
appearance  before  the  Senate  Banking  Committee. 

I  know   from  the  many   letters   I   have   received   from  small   business? 
throughout  the  nation  that  they  expect  Congress  to  pass  legislation 
giving  them  relief  from  low  usury  ceilings. 

Moreover,  I  am  convinced,  from  all  the  calls  and  Inquiries  X 
have  received  from  other  Members  of  both  the  House  end  Senate,  that 
there  is  a  growing  awareness  in  Congress  of  the  scope  and  magnitude 
of   this  problem  and  the  need  to  enact   legislation   to  remedy  it. 

The  time  is  right  to  resolve  this  problem.     I  hope  we  take 
that  opportunity  soon. 

Thank  you. 
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Senator  Tower.  Senator  Dixon? 

Senator  Dixon.  I  hare  no  questions,  Bar.  Chairman. 

Senator  Town.  Senator  Lugar? 

Senator  Lugar.  Mr.  Chairman,  I  would  like  to  ask  Congressman 
LaFalce:  Is  it  not  true  that  one  problem  of  the  piecemeal  situa- 
tion— you  have  touched  upon  this,  but  just  to  clarify  the  record — is 
that  if  in  fact  usury  ceilings  apply  to  automobiles,  and  they  do  not 
apply  to  nouses  or  to  commercial  loans,  that  credit  is  likely  to  be 
extended  to  commerce  and  to  housing? 

Mr.  LaFalce.  You  really  are  engaging  in  credit  allocation  when 
you  act  in  one  area  and  not  in  another  And  for  opponents  of  the 
concept  of  governmental  intervention  in  the  marketplace,  don't  be 
mislead  when  we  give  relief  on  one  hand  and  not  on  the  other.  We 
are  intervening,  we  are  allocating  credit,  most  definitely. 

Senator  Lugar.  And  this  particular  intervention — the  Federal 
Government  has  intervened  against  consumers? 

Mr.  LaFalce.  Yes.  And  I  think  unwittingly,  I  think  unwittingly. 
I  don't  think  that  reflection  was  given  to  this  issue  at  the  time,  for 
example,  of  the  passage  of  the  Depository  Institutions  Deregulation 
Act. 

Senator  Lugar.  I  would  agree.  But  even  though  it  was  an  unwit- 
ting discrimination  against  consumers,  the  remedy  is  at  hand.  And 
that  is  to  put  consumer  finance  back  on  a  par  with  mortgage 
lending,  commercial  finance,  and  various  other  situations. 

Mr.  LaFalce.  Right.  We're  not  mandating  that  consumers  pay  25 
or  20  percent  interest  rates.  Because  when  the  interest  rates  come 
down,  he's  not  going  to  be  paying  20;  he's  going  to  be  paying 
whatever  the  market  rate  is.  And  there's  plenty  of  competition  out 
there. 

New  York  has  done  a  study,  by  the  way.  The  superintendent  of 
banking,  Muriel  Siebert,  did  a  study  of  the  effect  of  lifting  the 
usury  ceiling  in  the  State  of  New  York,  and  the  results  of  that 
study  show  there's  more  credit  than  there  ever  was,  and  there's 
more  competition  than  there  ever  was  in  New  York. 

Senator  Lugar.  Would  you  be  willing  to  make  that  study  a  part 
of  the  record? 

Mr.  LaFalce.  I  would  like  to  do  that  very  much. 

[The  document  is  reprinted  as  follows:] 
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-RELEASE- 


Muriel  Slebert,  Hew  lock  State  Superintendent  „f  Banks,  today 
released  the  Blinking  Department'!  report  on  its  survey  of  Internet 
rates  and  charges  on  consumer  credit.  The 
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Superintendent  slebert  also  stated  that  since  passage  of  the 
Omnibus  Banking  Bill,  the  Banking  Department  hag  embarked  on  a 
campaign  to  educate  the  public  about  the  new  law  and  to  urge  that 
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people   shop  foe  credit.      As  part  of  this   campaign,    the  Department 
developed  a  brochure   called   "Shopping -for   Credit  -   A  Consumer 
Guide   for  Credit   in  Hew  York  State",   of  which  more   than   3   1/2 
million  copies  have  been- distributed. 

In  addition,   through  the   assistance  of  the   Outdoor  Advertising 
Association  of  New  York  State,  free  billboard  space  has  been  provided 
throughout   the  State  with  messages   urging  consumers   to  shop   for 
credit  and  announcing  release  of  the  Department's  brochure.      The 
savings   banks   and  commercial   banks   industries  have   joined  the   outdoor 
advertising  campaign  by   preparing  billboard  posters,   with   free  bill- 
board  space  once   again  being  made   available   through  the  efforts  of 
the   Outdoor  Advertising  Association,   with   the   theme   that  consumers 
should  shop  for  credit. 

Moreover,    the  New  York  City  Transit  Authority,    as  a  public 
service,    is  providing   free  advertising  space  on  subway  cars   for   a 
three-month  period,   with  the   same   theme   as   the  billboards. 

The   Banking  Department  has   also  submitted  a  report  to   the 
Legislature   recommending   further   deregulation  of  .specific   interest 
rate   provisions   in   State   law  and  other  conforming  amendments  pursu- 
ant  to   the  action   taken   in   the  Omnibus  Banking  Bill. 

The   full   text   of  both  reports   is   attached. 
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Ot   SURVEY   OF    INTEREST   RATES   AND  CHARGES 
OR   CONSUMER  CREDIT 
I.       IHTRODUCTIOH 

In  order  to  develop   information  on  the   initial  experience 
with  deregulation  under   the  Omnibus   Banking  Bill,    the  Banking 
Department  has   undertaken  a  survey  of   financial   institutions 
and  others  who  extend  credit   to  consumers.      This  survey  was 
conducted  in  early  January,    19B1  when  questionnaires  were   sent 
to  both  State  and   federally  chartered   financial   institutions   in 
Hew  Tork  State-      The   findings  of  this  Report   are  based  upon  the 
responses   received   from  commercial   banks,    savings  banks,    savings 
and   loan  associations  and   licensed  lenders.      In  addition,   ques- 
tionnaires were  sent  to  a   sample  of  retail  stores   and  automobile 
dealers   throughout   the   State.      Responses  were   received   from  well 
over  half  of  the   financial   institutions   but  a  nuch   lower  proportion 
of  car  dealers   and   retailers    (Table   1).      Among   the  banking   institu- 
-    tions,   a  higher   rate  of  response  was   received   from  those   under 
State   charter  than  those   under   federal   charter. 

The  questionnaires   requested   information  on   th*   "most   common" 
interest   rate  or   finance   charge  to  new  borrowers  or  new  customers 
for   various   types   of   credit.      The   "most  common"   rate  or  charge  was 
defined  as   that  charged  on  the   largest  dollar  volume  of  new  loans 
made   in   that  particular  category  on  the   dates   indicated  on   the 
questionnaire   form.      In   the   case  of  credit   cards  and  other  types 
of   revolving  credit,   data  on   annual   fees  or  other  charges  were 
sought.      The   institutions   and   firms  surveyed  were  also   asked  to 
indicate  whether   the   rates,    charges   and   fees  were   the   same   at  all 
their  offices  or  places  of   business   in  Hew  York   State   and  whether 

i  York  State  Banking  Department 
February     1981 
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Commercial  Banks 
Savings   Banks 


Licensed  Lenders 
Automobile   Dealer: 


Retail   Stores: 

-  Selected  New  York   City 

Furniture   Stores 

-  Other   Retailers 
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they  were   the  same    for  all   customers   regardless  of  whether   the 
applicant  had  an  established  relationship  with   the   institution 

Information   for   three   dates  was   called   for  by   the  question- 
naire:     November   28,    1980,    just  prior   to  the  effective  date  of 
the  new   law;    December   1,    1980,    the   effective  date  of   the   new   Law; 
and  January   2,    1981. 

In  order   to   update   the   findings,    a  telephone   survey  was  made 
during   February  of   a   sample  of   financial   institutions,    retail 
stores   and  car   dealers.      This   phone   survey   requested  current 
interest   rates,   charges   and   fees   on   various   types   of   consumer 
loans  as  well   as   announcements  of   planned  changes.      Information 
was  also   sought   as   to  whether   there  had  been   any   changes   in 
policy   regarding  the   availability  of  consumer  credit   relative   to 
its  availability   last  year  before   the   usury   ceilings  were   elim- 
inated;  whether   there  had  been   any  changes   in   the   volume   of 
consumer   loans  made;    and  whether   the   imposition,   or  announcements 
of   imposition,   of   higher   rntes  or   annual    fees   on  bank   credit   cards 
had   led   to  a  substantial    shift  of   credit  card  customers.      In  addi- 
tion.  Banking  Department  examiners  were   sent   to  a   sample   of   furn- 
iture  dealers   in  New  York   City   during  February   to  obtain   current 
information  on   the   charges   they   levied   for  credit  purchases. 
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II.       SUMMARY   OF   MAJOR  FINDINGS 

Thsre   are   three   major   findings   evident   from  the   survey,    the 
details  of  which  are  discussed   in   Section   III.      The   first  is   that 
the   deregulation  of  interest   rates  on  consumer  credit  has   resulted 
in   an   increase   in   those   rates   at  financial   institutions.      This, 
of   course,   was   to  be   expected   in  light  of  the   fact  that  the   pre- 
viously existing   level  of  interest   rate  ceilings  was   unrealisti- 
cally   low   relative   to  market   interest   rates,    to   the   cost  of  deposits 
and   to   inflationary   increases   in  other  operating  expenses.      This 
had  brought  about  a  drying   up   in  the  availability  of   consumer  credit 
for  New  Yorkers   during  much   of   last  year.      Rates   charged  by   auto- 
mobile dealers  also  increased  while  retail  stores  presented  a  mixed 
picture  with   a   few   large   retailers  announcing  rate   increases 
although  most   respondents   have   not  yet  announced  any   changes. 

The   second  major  finding   is   that   there  has   been   an   increase 
in   the   availability  of  consumer  credit   for  New  Yorkers.      A  number 
of  banks   and   licensed   lenders  which  previously  had  placed   limits 
on   their  consumer   lending  have   actively  re-entered  the  market, 
liberalized   their  credit  standards  or   raised  their  credit   line 
limits.     Some  banks  have  increased  their  advertising  for  < 
.loans   and   some   have   reported   increases   in   the   volume  of  c 
loans   made   although  others   reported  no  changes  or  declines   due   tc 
such   factors  as   the   level   of   rates  and  the   state   of   the  economy. 
There  is  also  some  indication  from  automobile  dealers  of  < 
in   the   availability  of   financing   for  the   average   consumer. 

The   third  major   finding   is   that  banks   are  offering  a  wide   range 
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of  rates  and  fees,  thereby  providing 
choices  which  they  can  take  advanta< 
This  is  best  illustrated  by  the  resi 
made  In  mid-February  of  a  sample  of 
York  City  and  upstate  (Tables  2  and 

In  Hew  York  City,  foe  example, 
consumer  loans,  including  rates  and 

some  time  In  March,  is  the  following 
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Chase  Manhattan  Sank, 

Trust  Conpany 
Ontntcal    Bank 
Bankers   Trust  Company 
living  Trust   Company 
Bank  of  Hew  York 


Upstate   Bank* 
Etatg    Bank   of   ftlbi 


T*UZ  2 

JIKMOAL    PEBCESTAGE    RATES 

SELECTED    COMMERCIAL    BANKS 

February  1981* 

Bone    Isncove 

"£JJjfr 

Osed  Car 

19.001 
16. 2S 

li.oo* 

17.00 

18-19.001 
1S.7S-13 

19.00 
17.00 
19.00 
IB.  00 
19.00 

17.00 
17.00 
IB.  00 
IB. 00 
17.00 

17.00 

17.00 
19.00 
18.00 

19.00 

IB.  00 

16.00 

18.00 

20.00 
19.00 

19.00 
18.00 

19.00 

18.00 

Lincoln  first   Bank,    (l.A. 

(Rochester) 
Contra!    Trust   Company 


Trust   Company    (Buffalo) 


■  3   announced  by   nid-Fcbruar; 

-ally   during  March. 

I    rate    is    ISC;    for   cars   more 
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TABLE  2  (Concluded 

annual  percentage  rates 
On  consumer  loans 
3  commercial  banks 


February  1981* 
Loons  Secured 


Other 
Unsecured 
Personal 


Chemical   Bank 
Bankers  Trust  Company 
Irving  Trust  Company 
Bank  of  New  York 

12.00                       9. 

17.00 

IB. 00                       7. 

17.00                       9. 

National   Bank  of   Horth, 
Republic   National   Bank 

10.27                       7. 

16.00  9. 
19.00 

Unstate    Banks 

State   Bark   of   Albany 

18.00                       9. 

Key   Bank  of  Central   New 
York    (Syracuse) 

Lincoln    First   Bank,    N.A. 

(Rochester) 
Central  Trust  Company 

Marine   Midland  Bank,    N.A. 

(Buffalo) 
Manufacturers   t   Traders 

Trust    Company    (Buffalo) 
Liberty  National   Bank   t 

Trust   Company    (Buffalo) 


19.60 
18.00 
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TABLE    3 


ANNUAL   PERCENTAGE   RATES 

1  CREDIT  CARDS  AND  OVERDRAFT   LOANS 

SELECTED    COMMERCIAL    BANKS 

IN  NEW  YORK   STATE 

February   19B1* 


Credit   Card 


cash 

Annua 

Other 

Purchases 
19.80* 

Advances 

Fees 

19.80* 

S15 

Citibank,  N.A. 

None 

Chase  Manhattan  Bank,  H 

A.   18.00 

18.00 

15 

25*  per  i 

Trust  company 

IB.  00 

18.00 

15 

None 

18.00 

18.00 

15-12 

**2S«  per  1 

13.00 

18.00 

15 

254  per  i 

Irving  Trust  Conpany 

is. do/12. oo 

12.00 

Pank  of  New  York 

18.00 

18.00 

None 

IB. 00 

18.00 

25C  per  i 

National  Bank  of  North 

Amar  e-a           ' 

19.00 

19.0  0 

None 

None 

ce  Bank  Of  Albany 


None 


(Buffalo) 
Manufacturers   s  Traders 

Trust   Company    (Buffal 
Liberty   National   Bank   1 

Trust   Company    (Buffal 


7.50-15***'None 
15  None 

None  None 


Prable  includes  changes  In  rates  and  fees  announced  by  mid- February,  I 
'h  will  not  be  effective  until  later,  oenerally  sometime  during  torch. 
:omors  with  both  a  MasterCard  and  a  visa  account  will  be  charged  (12  fcr  c 

rate   is  let  on   first   S500   and  12t  on  excess. 

annual    fee    is    $7.50    for  NOV'  account  depositors   and    SIS    for  everyone    eJ 
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upstate  cities.   It  should  be  noted  that  since  several  New  York 
City  banks  as  well  as  some  of  the  large  upstate  banks  have  branches 
in  various  upstate  communities,  their  rates  and  charges  are  avail- 
able in  many  different  parts  of  the  State. 

As  a  result,  there  is  a  range  of  choices  available  to  the 
public  among  banks  in  each  of  the  major  upstate  cities.   For  example, 
in  the  Albany  area,  the  following  rates  are  available  from  banks 
with  offices  there  (Table  4} : 

t  loans,  different  banks  are  charging 


-  On  overdraft  checking  loans,  the  rates  are  12%,  17%  and 
1B%J  on  other  unsecured  personal  loans,  17%,  181,  18.25% 
and  19%. 

-  On  credit  cards,  the  prevailing  rate  is  18%  with  a  S15 
annual  fee.   However,  one  bank  has  no  annual  fee  and 
another  levies  a  $7.50  fee  for  its  NOW  account  customers; 
some  banks  have  a  25S  per  item  charge  on  cash  advances 
while  others  have  no  such  charge;  and  one  bank's  fee  is 
S15  but  will  charge  $12  per  card  for  holders  of  both  Visa 
and  MasterCard. 

Similar  patterns  of  variation  in  rates,  fees  and  charges  are 
evident  in  the  Utica,  Syracuse,  Rochester  and  Buffalo  areas 
(Tables  5-8) .   Even  these  tabulations  may  understate  the  actual 
degree  of  variation  available  to  the  public  since  they  do  not 
include  all  of  the  banks  with  offices  in  these  areas,  some  of  which 
did  not  respond  to  the  survey. 
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ANNUAL   PERCENTAGE  RATES  AND  CHARGES 

ON    CONSUMER   CREDIT 

SELECTED    COMMERCIAL   BANKS 

WITH    OFFICES    IN    THE    ALBANY    AREA 

February   19B1* 


State   Bank   of  Albany 
Bankers  Trust   of   Albany,  S.I 
Chase  Manhattan   Bank,    S.A. 


State   BanJ:  of   Albany        . 
Bankets   Trust  of   Albany, N. A 


Loans  Secured 


treBEAC  Other 
Loans  Loans 
lB.OOt 


i  Trust  of   Albany, N.A 
lanhottan   Bank,    N.A. 


IS  2 54/ adv. 
15  ,,^54/adv. 
1S-12    25</»dv. 


*   Customers   fc 


i    S7.50    for  NOW 


and   a  Visa   account  will  be   charged   $12    i 
customers   and  $15   for  everyone  else. 
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TABLE  5 

ANNUAL  PERCENTAGE  RATES  AND  CHARGES 

ON  CONSUMER  CREDIT 

SELECTED   COMMERCIAL   BANKS 

WITH  OFFICES   IN  THE  UTICA  AREA 

February  1981* 


Home  Improve- 

New  Car 

sed   Car 

Trust  Company 

16.001 

15.781 

17.631 

16.25 

17.00 

Ih 

75-18.00 

17.00 

17.00 

Marina  Midland  Bank,   N.A. 

IB. 00 

18.00 

Key  Dank  of  Contra!  Now  York 

16.00 

16.00 

16.00 

Lincoln  First   Bank,    N.A. 

19.00 

17.00 

IB. DO 

Other 

Loans  Secured   NYHEAC  Other   Unsecured 
By  Savings      Educ.   Educ.    Personal 


Credi 

Cards 

Purchases 

Cash       Annual 
Advances      Fees 

Checking 
Loans 

Oneida  National  Bank   s 

Trust  Company                            IB. 001 
Chase    Manhattan    Bank,    N.A.      IB. 00 
Chemical   Bank                                     IB. 00 
Marine   Midland  Bank,    N.A.         IB. 00 

1B.001      None 
IB. 00        S15 
18.00      15-12* 
IB. 00     7.50-15 

25f/adv 
*25e/adv 
'"None 

IB. 001 
17.00 
18.00 
IB. 00 

Key   Rank   of  Central  New  VoA'  IB. 00-, 

12.00 
Lincoln  First    Bank,    N.A.           IB. 00 

18.00           12 

rates   and   fees   a 
e  until   later,   ge 

nerally 

12.00 
16.00 

This  Table    includes    changes    i 
but  which  will  not  be  effecti 

by  mid- February 
n  March. 

... 

Depending  on  age  of  car. 

Customers   with  both   a  MasterCard  and  a  Visa  ace 

ount  wil 

be  charged   $12 

The    fee    is    $7.50    for  NOW  acco 
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$15  for  everyone  else. 
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TABLE    i 

AHNUAL    PEJfCET.TTiGE    RftTES    AME    CEH1GES 

CM  COKSUWEE  CREDIT 

SELECTED   CCMKERCIU.  BASKS 

WITH    OFFICES    US    STJWCCSE    AREA 

February   1SB1* 


Key   Bank  of  Central   Hew  York 

16.001 

16.00*         lc.oo*. 

16.25 

17.00 

IS. 75-18.00" 

Chemical    Bank 

17.00 

17.00 

Bank   of   Mev  York 

19,00 

17.00 

19.00 

Marina   Midland  Bank,    a. A. 

IB. 00 

18-00 

18.00 

Lincoln   First  Bank,    M.A- 

19.00 

17.00 

18.00 

Other 

NYHEAC 

Other     Unsecured 

By   Savings 

Educ. 

Educ.       Personal 

Key  Bank  of  Central  New   York 

18.001 

9.001 

—             lB.OOt 

Chase  Manhattan   Bank,    H.A. 

18.25 

9.00 

18.25 

Chen leal    Bank 

12.00 

9.00 

9.00%        19.00 

Bank  of   »«  York 

17.00 

9.00 

19.00 

Marin*   Midland   Bank,    N.A. 

17.00 

9.  DO 

18.00           IS. 00 

Lincoln   First  Bank,    H.A. 

17.00 

9.00 

18.50 

Purchases 


Kay  Bank  i 


1  Midland   Ban) 


12.00* 


S15        25</adv.  17.00 

15-12     *25t/adv.  IB. 00 

None  None  18.00 

7.50-        Hone  18.00 


Thin  Tabic  includes  chanties  in 
but  which  will  not  be  effective 
Depending  on   age  of  car. 


Customers  with 
S12  for  each. 
The    fen    la    (7.50    for  NOW 


MasterCard  and  £ 


count  will  be  charged 
istomers   and   $15    for  everyone   else. 
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TABLE  7 
ANNUAL  PERCENTAGE  RATES  AND  CHARGES 


SELECTED  COMMERCIAL  BANKS 
WITH  OFFICES  IN  ROCHESTER  ARE 
February  1981*     i- 


ment  Loans 


Lincoln  First  Bank,   N'.AI                          18 

001 

Central  Trust  Company                                 17 

Marine  Midland   Bank,    N.A.                        18 

Key   Bank  of  Central  New  York                16 

00 

6.00 

16.00 

NYHEAC 

Other 

By   Savings 

Educ. 

Personal 

Or 

17.00\ 

Loans 
9.00* 

!£!2» 

18.501 

18.50 

9.00 

18.25 

Chemical  Bank 

12.00 

9.00 

9.00* 

Marine  Midland   Bank,    N.A. 

17.00 

9.00 

18.00 

Key    Bank  of  Central  New  York 

19.00 

9.00 

— 

IB. 00 

Overdraft 


cal  Trust  Company 

is  Midland  Bank,  N.A. 
lank  of  Central  New  York 


$12      None 

15  25«/adv. 
15-12**"25*/adv. 
7.50-15***'  None 


•This  Table  S 

but  which  will  not  be  effectiv< 

*  Depending  on  age  of  car. 

*  Customers  v  ' 

for  each. 

*  The  fee  is  S7.50  for  NOW  account  t 

*  181  on  the  first  S500;  121  on  the 


i  both  a  MasterCard  ; 


i  account  will  be  charged  S12 


stomers  and  515  for 
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»i_;_JOii   **»»..    *-*, 


-■l.M 

li.M 

2>.n 

;*.k 

;*.m 

Z£-~^--9. 

:_-i'i 

"-W 

;-.»i 

*>-*X*    1l.--.i-.VK     iCC, 


Tr»«t  Ccir^'T 


T/-J«*  »C*f,*,*t1«*   t*r,X,S.A. 
t»t,k  if  ve*  r&rt 


*  ThTe  Tsbl«   Include!  dun;<i  in  i 
but  wfcfch  will   not  be  effective 

*  B«j»iidtrm  en  age  of  car. 

*  ftm   loi   is  ST. SO  foe  IK/:!  account  cuftOM 

*  Zv*t<j**t%  with  both  a  MasterCard  and  a  V 
for  «ach. 


u.  a; 

acoe 

ii.  ea 

ii.do 

25C/adv. 

11.90 

1S-12 

254/acv. 

11.  CO 

18. c; 

Kc=e 

None 

IB. 00 
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Moreover,  although  commercial  banks  arc,  at  the  present  time, 
the  major  suppliers  of  consumer  credit  in  New  York  State,  effect- 
ive March  1,  19B1  thrift  institutions  will  be  able  to  offer  a  ' 
much  broader  range  of  personal  loans  than  before,  including  auto- 
mobile loans  and  issuance  of  credit  cards.  This  means  additional 
competition  and  an  even  wider  range  of  alternative  sources  of 
consumer   credit   for   the   public  will   become   available. 

Variation  in  rates  currently  is  also  evident  among  other  type* 
of  lenders  in  the  consumer  credit  field, ' including  thrift  institu- 
tions,   licensed  lenders,    automobile  dealers  and  retail   store*. 

The  detailed, findings   of   the   survey   are   set   forth   in   Section  III. 
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III.       DETAILED  riMDIHSE   Df  THE    SDPVEy 

Commercial   Banks 

Responses  were   received  from  135   commercial  banks,   of  Which 
113   were   headquartered  outside  New  York  City  and  22  were  head- 
quartered  in  the  City.      Bone  banks  Old  not  report   interest  rates 
on  ell   types  of   loans   specified   is  the  questionnaire  because  they 
did   not   offer  euch  loans.      This  was  particularly  true  for  nan- 
vuer«nteed  education  loans   and   the  issuance   of  credit  cards. 

Generally,    the   survey   indicated  that   interest  rates  at  anst 
banks  for  most  types   of  consumer  loans  have   increased   from  their 
November   28,    IS? (.'levels,   with  the   increases   averaging  about 
4   percentage  points.      By  January  2,    1961,   the  Hew  York  City  bank 
rates   usually  averaged  higher  than  these  upstate,   with  the   gap 
larger  than  on  Kovember   23.      There  was  a  wide  range  of  rates 
evident  both   in  Hew  York  City  and   upstate    (Tables   9   to  12}  , 

On  new  car   loans,    the   average   interest  rate   statewide  was 
12,5*  on  November   28,    1980,    1S.3»  on  December   1   and   16. 7*  by 
January  2,      The  sew  York  City  rate  was   higher  than   the  upstate 
rate  on  January  2,   although   it   had   been   lower   than  the  upstate 
rate  on   the   two  earlier  dates. 

On   loans   involving  cars   less   than   two  years  old,    the   average 
rates  statewide  on  the  three  dates  in  the  survey  were  13.21,   15. 81 
and  17. 3t,    respectively.      The  rates  averaged   about   the   same   for 
older  used  cars.     The  average  rats  on  January  2  was  higher  in 
Hew  York  City  than  upstate,    with   the  gap  wider   on   that  date   than  on 
Novembar  28. 
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:e.    1,  Jar.. 2, 
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COMMERCIAL    BANKS    IN    K 


RATES 

ACCOUNTS 
VORK   STATE 


Elsewhere    in  State 


Average   Rate 
Range   of   Rates 


12.911 

12.00- 
lp.38 


18.141         12.621 


15.641 

10.00- 
2.0.00 


Range  of   Rates 


Loans   Secured  by   Eav 


13.41 
6.25- 


Overdraft  Checking  Loans 
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ANNUAL  PERCENTAGE  RATES 

ON  EDUCATION  LOANS  AND 

OTHER  UNSECURED  LOANS 

COMMERCIAL  BANKS  IN  NEW  YORK  STATE 


In  New  YorK  City 


Elsewhere  i 


Ave race  Rate 


la ran teed  by  NYHEAC 


7.00* 

7.00- 
7.00 


Other  Education   Loans 
S.96  13.00  11.41 


14.67 

7.00- 
20.00 


Average   Hate 


Other   Unsecured  F 


13.10 

10.00  - 
14.57 


17.32 

12.00- 
21. 0B 
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»«4»  '.J   bMl 


*'/*i-»qfl  p*»* 


t  II. SOI 

18.00- 
11.59  18.03 


Tor  Purchases    -  3*la==t 


2,00 

12. C0- 

12.00 

12-00- 
19. B0 

Por  Cta 

Advances 

.00 

12.00 

1J.38 

.00- 

12.00- 

12.00- 

12.00 
12.00- 
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For  conventional  hone  improvement  loans,  the  average  interest 
rate  statewide  was  12.71  on  November  28,   IS..}*  on  December  1  and 
17.21  on  January  2.     The  New  York  City  rates  averaged  higher  than 
those  outside  New  York  City  on  January  2,  with  the  gap  wider  on 
that  date  than  it  had  been  on  November  28. 


On  loans  secured  by  savings  or  t 
average  on  the  three  dates  in  the  survey  were  11.91,  13.4*  and  14.8*, 
respectively.  The  Hew  York  City  rates  averaged  higher  than  those 
outside  the  City  on  all  three  dates,  with  the  widest  gap  evident 

Overdraft  checking  loan  rates  averaged  12.0*,  12.2*  and  12.8* 
statewide  on  the  three  dates  covered  in  the  survey.  By  January  2, 
New  York  city  rates  averaged  higher  than  those  upstate  while  they 
had  averaged  slightly  lower  in  New  York  City  on  the  two  previous 


On  educational  loans  guaranteed  by  the  New  York  Higher  Educa- 
tion Assistance  Corporation,  the  rates  were  7*  at  all  banks  both 
in  and  outside  of  New  York  City  on  November  28  and  December  1. 
This  was  the  maximum  permitted  by  NYHEAC  regulations.  Those  regu- 
lations authorized  an  increase  in  the  rate  to  9*  on  January  1,   1981. 
Host  banks  raised  their  rates  to  the  9*  level  on  January  2,  increasing 
the  statewide  average  to  8.7*,  with  the  upstate  rate  averaging 
higher  than  in  New  York  City,   for  non-guaranteed  educational  loans, 
the  average  rates  statewide  were  12.1*,  14.lt  and  16.lt,  respectively, 
for  the  three  dates,  with  upstate  bank  rates  substantially  higher 
than  those  in  New  York  City. 
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Ths  rates  on  other  unsecured  personal  loans  averaged  13.lt, 
1.5.91  and  17.  SI,  respectively.   The  New  York.- City  rate  averaged 
higher  than  the  upstate  rate  on  January  2,  with  the  gap  wider  than 
on  November  2B. 

On  credit  cards,  all  banks  were  charging  1BI  on  the  first 
$500  and  121  on  the  excess  over  SS0O  on  both  November  23  and 
Deceraber  1,  .1.900.  while  on  cash  advances,  all  banks  were  at  121. 
These  rates  represented  the  legal  maximum  on  November  2B.   By 
January  2,  1981,  only  one  New  York  City  bank  and  one  upstate  bank* 
had  increased  rates  {to  19. ail  to  new  customers,  although  this 
higher  rate  was  not  applicable  on  that  date  to  previous  credit 
card  holders  because  of  the  notice  requirements  of  State  law. 

As  previously  indicated  in  Section  II  of  this  Report,  many 
of  the  New  York  City  and  upstate  banks  have  announced  increases  In 
their  rates,  most  of  which  will  not  go  into  effect  until  March  or 
even  later.  Taking  these  announced  rates  into  effect,  it  Is 
evident  that  the  prevailing  rate  will  be  161  on  all  credit  card 
purchases  and  cash  advances  although  two  New  York  City  banks  and 
one  upstate  bank  are  charging  191,  19. Bl  and  19.31,  respectively. 

Annual  fees  on  credit  cards  are  $15  at  many  banks  although 
fees  of  $12,  S7.S0  and  zero  are  reported  by  some  Institutions. 
A  few  banks,  mainly  in  Hew  York  City,  also  impose  a  25  cent  per 


3,0,i,zeab,GOOglC 


Almost  all  banks  indicated  that  they  charged  the  sane  rates 

their  rates  were  the  sane  for  all  customers' 

Telephone  inquiries  made  in  late  February  of  10  large  New  York 
City  commercial  banks  and  9  large  upstate  banks  indicated  that  four 
of  the  Hew  York  City  banks  and  four  of  those  upstate  had  increased 
the  availability  of  credit,  as  compared  with  its  availability  before 

market  for  consumer  loans,  liberalizing  credit  standards  or  raising 
credit  line  limits.   Four  of  the  Hew  York  City  banks  reported  an 
increase  in  the  volume  of  consumer  loans  made  as  did  two  of  the 
upstate  banks;  the  others  reported  either  a  decline  or  no  significant 
change  in  loans  trade.  Five  of  the  New  York  City  banks  have  increassd 

increased  its  advertising  although  two  others  indicated  they  antici- 
pate doing  so.  Five  of  the  Sew  York  City  banks  that  had  announced 
an  annual  fee  on  their  credit  cards  reported  losing  customers  while 
three  of  those  without  feea  indicated  that  they  were  being  flooded 
with  new  applications  for  credit  cards.   Outside  New  York  City,  only 
one  of  the  five  banks  that  Imposed  credit  card  fees  has  lost 
customers  while  two  of  the  four  banks  which  are  not  charging  a  fee 
reported  increases  in  the  number  of  credit  card  customers. 
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8»Tln?»   tali 

KnpgiiKt  were  i*oein*d  fm  *T  iniigi  banta.  of 
were  b*ado.uart*;*fi  OKii*  "lev  lork  City  and 
is  tin  City.  £oa>  of  the  t**jit»  did  not  report  jflterat 
■11  types  of  loess  covexed  by 
were  sot   1*5*1  ly  eapowered  to 


by  miofli  back*  increased  fit™  their  «me*«  2t  levels.      Ijim 
■  t  banks  ootside  Hv  York  City  averaged  higher  than  those  is  the 
City  os  January  2,  with  the  gap  wider  on  that  date  than  on  *>*- 
—liar   It.       In   addition,    there  were  vide    dispersions    IKM19   banks    ill 
the  lata*  charged  on  mint  tyoe*  of  loan*    (Table*  11  «ed  It). 


On  conventional  hose  inprovesent 
rate  statewide  was  12.31  on  Novenber 
19,11  on  January  2.  By  January  2,  my. 
utsi  Iron  the  Moveeber  28  level.  Ttv 
averaged  soaewhat  higher  than  in  the  1 
gap  wider  on  that  date  than  on  aoveabi 

On  overdraft  checking  loans,  the 
on  both  novascwr  2t  and  Daceifeer  1,  li 
uary  2.  Tha  rates  outside  Ken  York  C. 
than  those  in  tha  City  on  January  2,  1 
Movesber   2s. 


I,  13.5)  on  DeceabeE  1  and 
banks  bad  increased  their 
a  tea  outside  Sew  York  City 
Y  on  January  2,  with  the 


ing  to  12.11  by  Jan- 

y  averaged  sooewhat  higher 

tie  gap  wider  than  on 
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ANNUAL  PERCENTAGE  RATES 
ON  HOtlE  IMPROVEMENT  LOANS 
OVERDRAFT   CHECK INC   LOANS   A 


A v ti  rage    Rate 
Range  of  Ratal 


In  New  york  City 

El 

■•where  in  S 

tate 

Hov. 28.    Dec.l,   Jan. 2, 

1900     lsso    isai 

19B0 

1980' 

Mil' 

Home  Inprovement  Loans 

12.10%    12.101   14.781 

12.331 

13.921 

15.171 

12.00  -   12.00  -  12.00  - 
12.00     13.00    19.00 

11.S5 

10. 85  - 

0     18.00 

10.85  - 
18.00 

Overdraft  Checking  Loans 

12.02 

12.02 

11.79     11.79    12.16 

12.51 

8.50  -    8.50  -   8. SO  - 

12.00 

12.00  - 

12.00  - 

10.03  10.11       10. SO 
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With  respect  to  loan3  secured  by  savings  or  time  accounts, 
the  statewide  average  on  the  three  dates  in  the  survey  were  9.7%, 
9.81  and  10.3%,  respectively.   The  upstate  rates  were  higher 
than  those  in  Sew  York  City  on  January  2,   with  the  gap  wider 
than  on  November  28 . 

On  educational  loans  guaranteed  by  the  New  York  Higher  Educa- 
tion Assistance  Corporation,  the  rate3  averaged  7t  both  in  and 
outside  of  New  York  City  on  November  2B  and  December  1.   Most 
banks  had  raised  their  rates  to  9%  by  January  2,  increasing  the 
average  to  8.6t.   Only  a  few  banks  made  non -guaranteed  educational 
loans.   The  average  rates  on  these  were  11.61,  12.31  and  13.81, 
respectively,  for  the  three  dates  in  the  survey,  with  upstate 
bank  rates  substantially  higher  than  those  in  New  York  City. 

All  the  respondents  indicated  that  they  charged  ^he  same 
rates  at  all  offices  and  the  preponderance  of  banks  stated  that 
their  rates  were  the  same  for  all  customers. 

The  telephone  survey  made  during  February  of  a  sample  of 
New  York  City  and  upstate  savings  banks  indicated  that  two  of 
the  six  banks  had  increased  their  rates  on  some  types  of  loans 
since  January  2  and  that  there  was  some  variation  in  rates  on 
loans  secured  by  savings  or  time  accounts  [Table  15) . 
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,  1981 

Sec  u  rod  tr/  NYUtAC 


11.00     12. IS         8. SO       9.00      17.0 
14.00       --  B.5U       9.00 

14.00       9.00 
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Savings  and  Loan  Associations 

Responses  were  received  from  73  savings  and  loan  associations, 
of  which  51  were  outside  New  York  City  and  22  were  in  the  City. 
Virtually  none  o£  the  respondents  offered  overdraft  checking  loans 
or  non- guaranteed  education  loans. 

Generally,  rates  on  those  types  of  consumer  loans  made  by 
savings  and  loan  associations  have  increased  from  their  No venter  28 
levels.  The  upstate  rates  usually  averaged  higher  than  those  in 
New  York  City  with  the  widest  gap  evident  on  January  2.      For  Dost 
types  of  loans,  there  was  some  variation  in  rates  charged  by  dif- 
ferent institutions  (Table  16). 

None  of  the  New  York  City  associations  made  conventional  home 
improvement  loans  on  November  28  or  December  1  and  only  two  reported 
a  rate,  which  averaged  16.0%,  on  January  2.   Outside  New  York  City, 
the  rates  averaged  12. 5%,  13. BS  and  15.7%,  respectively. 


trage  rate  charged  on 
t  Higher  Education  As: 


■ducational  loans  guaranteed  by 
stance  Corporation  was  7%  on 
:»  York  City  and  upstate- 
January  2,  with  the  upstate 
average  higher  than  in  New  York  City. 

On  loans  secured  by  savings  or  time  accounts,  the  statewide 
average  was  9.5%,  9.7%  and  10.3%  on  the  three  dates  in  the  survey. 
The  New  York  City  rate  was  slightly  higher  than  the  upstate  rate 
on  November  28  while  on  the  other  two  dates,  the  upstate  rates 
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All  respondents  indicated  that  their  rates  were  uniform  at 
all  offices  and  all  but  one  indicated  that  their  rates  were  the 
same   for  all   customers. 

Based  on  the   February   telephone   survey  of  a  sample  of  institu- 
tions,   there  were  no   rate   increases   reported   since   January   2, 
except  for  guaranteed  education   loans  at  two  of   the   associations. 
There  was   some  variation   in   rates   indicated  on   loans  secured  by 
savings  or  time  deposits. 
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A  total  of  73  licensed  lenders  xespondefl  -to  1 
Survey,    most   of  Which   were   outside   the    Hew    Sack  City    — W  1 1  ijii  n  i  I  mi 
area.      Hot  ell   lenders  maiie  oil  -the  types   of  loans  indicated  cm 
the  questionnaire  forms. 

In  -general,   the   survey  indicated  that  the  pi-epcmdr ranrf  ul 
the   respondents  had  raised  their  rates  to  251  lg>  December  1 
liable   17)    although  the  two  largest  licensed  lenders,  in  -Ota  State. 
accounting   for  more  than  60%   of   all  the  loans  outstanding  of  -that 
industry,   were  chargino  rates   of  23*  to  2a. 4%. 

On  (automobile   loans,   the   average  interest  rate   statewifle  mi 
slightly  over   20*  on   November  28,    198D.      By   December  1,    all  but 
one  of  the   nine   lenders   who  reported  they  made  such  loans  had 
_   raised   their  rates   to  25%   and   remained  at   that   level   cm  January  2. 

The   rates  on  other  secured   loans   averaged   almost  19-6%   state- 
wide  on   Novei-lber   28  •!>.£  over   24.1%  on  December   1.      By  tbe   latter 
date,    13  of   the   18   respondents  were  charging  251;   by  January  2, 
16   of   the   18   respondents  were  at  25%. 

On  unsecured  personal  loons,  the  average  rate  statewide  was 
19,5%  on  November  28  and  23.4%  on  Decerfcer  1.  By  January  2,  it 
•  veraged   slightly   over   24%,   with   15  of  the   22   respondents   charging 

25%, 

Each  of   the   respondents   indicated   that   its   rates  were   uniform 
at  all  offices   for  all  customers. 

The   telephone   survey   in   February  of   four  of  the   largest 
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24.46 
19.99  - 


19.35      22.96     24. 50 
18. 18  -    18.85  -   23.00  - 


i   offices  in  the  City. 
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licsr-sed  lenders    in   the  Stat*    indicated  that    they  kr  charging 
nun   ranging  from*   2J»   Co   25*    (Table  111.      In  addition,   the   four 
licensees  indicated  that  tAile  previoosly  they  had  been  lonnliit 
relactar.t   to  extend   credit  because  of   the  high  cost  of  borrowed 
■oney  relative  to  the   rates  they  coold  charge  to  borrowers,    they 
wtre  now  inking  xore  credit  available.      One    leader   indicated   that 
It  had  liberalized   its  credit   standards  which  bad  previously  been 
restrictive.     Two  of  the  four  licensees  reported  that  their  voluae 
of  loans  had  risen  substantially;   the  other  two  indicated  no 
appreciable   change. 


ANNUAL  PERCENTAGE   [KITES  011  CONSUKER  LOANS 

SELECTED    MAJOR   LICENSED    LENDERS 
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Dealers 

Responses  vere  obtained  from  S3  automobile  dealers,  the  bulk 
of  v.'hor.i  were  outside  New  York  City.  Hot  all-  the  dealers  reported 
information  on  all  the  types  of  automobile  financing  covered  in 

Overall,  the  survey  revealed  that  rates  on  automobile  loans 
have  increased  since  November  28  with  no  consistent  pattern  of 
differences  between  the  average  New  York  City  dealer  rates  and 
those  upstate.  There  were  substantial  variations  in  rates  among 
dealers  in  New  York  City  as  well  as  upstate  (Table  19). 

On  new  car  loans,  the  average  interest  rate  statewide  was 
almost  12.7%  on  November  28,  19S0.   A  majority  of  the  respondents 
reported  increases  in  their  rates  on  December  1,  so  that  the 
.  average  on  that  date  stood  at  15.4%.   By  January  I,  all  but  two 
of  the  respondents  had  increased  their  charges  from  the  November  28 
level,  with  the  average  rising  to  over  17.11.  There  was  virtually 
no  difference  in  the  average  rate  of  dealers  in  New  york  City  as 
compared  with  those  elsewhere  in  the  State  on  January  2. 

On  loans  involving  cars  less  than  two  years  old,  the  average 
rate  statewide  was  17.11  on  November  28,  19.41  on  December  1,  and 
20.41  on  January  2.  On  January  2,  there  was  no  difference  between 
the  average  rate  of  New  York  City  dealers  and  those  upstate. 

On  cars  more  than  two  years  old,  the  rates  averaged  20.21, 
21.1%  and  21.8%  respectively,  for  the  three  dates  cowered  In  the 
survey,  with  the  rates  upstate  averaging  slightly  higher  than  those 
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in  New  York  city. 

with   rare  exceptions,    the   respondents   indicated   that   their 
charges  were  uniform  at  all  their  places  of  business  for  all 
their  customers. 

The  telephone  survey  of  a  selected  group  of  dealers  in  Feb- 
ruary indicated  that  none  had  changed  their  rates  since  January  2 
and  that  there  continued  to  be  some  variation  in  rates    (Table  20). 

Information  obtained  by  letter   from  the   trade  association 
for   automobile  dealers   in  Hew  York   State   indicated  that,   based  on 
a  meeting  of  the   association's   board  of   directors  on  January   21, 
1981,    dealers  were   reporting  no  automobile   financing  problems 
anywhere   in   the   State   for  the   average   consumer.      Of   the   six  dealers 
contacted  by  telephone  by   the  Banking  Department,    none   indicated 
any   change   in  credit  policy   due   to  the   elimination   of*  rate   ceilings 
or   any   increase   in  the  volume   of   automobile   financing.      However, 
two  dealers   indicated  that   the   sales   finance   company  to  whom  their 
contracts  were   sold   seemed   "more  willing"   to  make   such  purchases 
although   there  was  no   formal   change  in   policy,   while  another 
dealer   stated   that  marginal   consumers  might   now   receive  loan 
approval  where  previously  they  had  not. 
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>ther  retailers  throughout  the  State. 

1.      Furniture 

l   Dealers  -     In  view  of  the  almost  tc 

of  response  from  the  furniture  dealers,  the  Banking  Department 
sent  out  examiners  in  February,  posing  as  shoppers,  to  22  of  the 
Hew  York  City  furniture  dealers  to  determine  the  current  rates 
they  charged.   Nine  of  these  dealers  indicated  that  they  did  not 
extend  credit  to  their  customers.   Data  were  therefore  obtained 
for  the  remaining  13  based  upon  oral  quotations  provided  by 
store  personnel,  plus  the  one  dealer  who  responded  to  the  ques- 
tionnaire and  whose  current  rates  were  obtained  by  phone. 

Based  on  the  information' obtained,  the  finance  charges 
range  from  13.54  to  28.7%,  with  the  rates  for  10  of  the  14  stores 
below  241.  In  some  instances,  the  rate  includes 
data  could  not  be  obtained  to  exclude  si 

At  most  of  the  furniture  stores,  the  examiners  were 
also  quoted  a  cash  sales  price  which  was  substantially  below  the 
price  which  credit  customers  must  pay.   The  present  provisions 
of  the  federal  Truth-in-Lending  laws  would  require  that  the 
difference  between  the  cash  price  and  the  price  which  credit 
customers  must  pay  for  an  item  be  included  as  part  of  the  finance 
charge  and  reflected  in  the  APR  for  purposes  of  Truth- in-Lending 
disclosures. 
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In  addition,   all  but  one  respondeat  said  either  that  there  were 
no  »tonthl/  charts  levied  on   JO-day  accounts    (where  tie  total  out- 
standing balance    is  due  and  payable   by  the  next  payment   date)    or 
that  they  did  not  offer  such  accounts. 
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The   February   telephone   survey  of  selected  retailers    indicated 
that   all  were  charging   185   on   the    first   $500  of   revolving  credit 
balance*   and   121  over   $500,   vith  no  other   fees  or  charges.      One 
large   retailer   (Hacy's)   indicated  that  effective  March  10,   1931 
or  on    subsequent  date*   in   Karch  and  April   depending  upon  the 
billing  cycle,    its   rates  on   revolving  credit  balances  would  be 
increased   to   19.8%    (Table    22). 

Recent  newspaper  accounts  indicated  that  several  other  large 
retailers   are    increasing   their  charges   on   revolving  credit   ; 
Montgomery  Hard  has   announced  an  increase  to  21. fit  effective 
April    1,    19B1  or.   its   revolving  credit  accounts,   while   Sears,    F 
buck    is   increasing*  its   rate    to   21%,    effective  on   various   dates 
Karen  depending  upon  the  billing  cycle. 
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TADLE   22 


ANNUAL  PERCENTAGE  RATES 

ON   CONSUMER  CREDIT 

SELECTED  RETAILERS 

IN  NEW  YORK  STATE         „ 

February   19B1 


Other  Charges 


Macy's  New  York,  Inc. 
J.  C.  Penney  Co.,  Inc. 
Associated   Dry   Goods   Corp. 


1981,    these    I 
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IV.   CONSUMER  EDUCATION 

■f  the  findings  of  this  survey  indicating  that  banks 
wide  range  of  rates  and  fees,  thereby  providing 
alternative  choices,  it  is  particularly  significant 
that  the  Banking  Department,  at  the  direction  of  the  Superi 
embarked  on  a  broad  campaign  immediately  after  passage  of  t 
Omnibus  Banking  Bill  to  educate  the  public  about  the  new  1: 
urge  that  consumers  shop  for  credit. 

As  part  of  this  campaign,  the  Department  developed  i 
entitled  "Shopping  for  Credit  -  A  Consumer  Guide  for  Credit  in  Nefc 

forn  which  addresses  many  of  the  questions  consumers  have  about  tt 
new  law  and  urges  them  to  shop  for  the  best  credit  deal  available, 
(•ore  than  3  1/2  million  brochures  have  already  been  distributed 
to  financial  institutions  which  made  them  available  throughout 
their  branching  systems,  consumer  groups,  legislative  leaders, 
large  private  employers  and  New  Vork  State  employees. 


In  addition,  all  TV,  radio  and  news  publications  located  in 
New  Vork  State  were  sent  a  copy  of  the  brochure  with  a  personal 
request  from  the  Superintendent  that  they  inform  their  audiences 
of  the  brochure's  availability.  A  number  of  these  media  responded 
to  this  request,  including  WftBC-TV  and  WOR-TV  which  will  run  public 
service  announcements  with  the  message  that  consumers  should  shop 
for  credit. 
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Department  received  generous  assistance  from  the  Outdoor  Advert- 
ising Association  of  New  York  State.   This  industry  association, 
through  its  membership,  arranged  for  free  billboard  space  through- 
out the  State  which  urges  the  public  to  shop  for  credit  and 
indicates  the  availability  of  the  Department's  brochure. 

The  outdoor  advertising  campaign  has  also  been  extended  to 
include  the  savings  banks  and  commercial  banks  industries.  The 
outdoor  advertising  campaign  for  savings  banks  began  at  the  end 
of  February  and  will  continue  through  the  end  of  March,  with  the 
commercial  banks  participating  from  the  end  of  March  until  the 
end  of  April.  Approximately  250  posters  for  each  industry  will 
be  erected  around-  the  State  with  the  distribution  being  coordinated 
by  the  Outdoor  Advertising  Association.  These  posters  will  per- 
petuate the  Department's  theme  of  the  need  to  shop  for  the  best 

During  the  course  of  this  effort,  the  Superintendent  held 
press  conferences  at  the  unveiling  of  billboard  signs  located  in 
Manhattan  on  December  18,  1980,  in  Buffalo  on  January  13,  1981 
and  in  Syracuse  on  January  21,  and  made  appearances  on  major 
television  and  radio  networks  in  Albany,  Buffalo  and  Syracuse. 
On  February  IS,  the  Superintendent  joined  with  New  York  City 
Council  President  Carol  Bellamy  for  a  press  conference  and  unveil- 
.'ng  of  a  billboard  sign  located  in  Brooklyn. 

The  Department  has  also  received  from  the  New  York  City  Transit 
Authority  a  public  service  donation  of  advertising  space  on  subway 

the  billboard  posters.   This  will  include  tub  advertising  posters 
for  every  other  subway  car  and  will  appear  on  all  three  branches 
of  the  Hew  York  City  subway  transit  system.   The  subway  campaign 
will  last  three  months  and  represents  a  media  value  of  approximately 
$45,000. 
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Senator  Lugar.  Apparently  from  your  testimony,  both  written 
and  now  oral  testimony,  there  was  evidence  that  interest  rates  did 
not  skyrocket  after  the  New  York  experience,  and  that  deregula- 
tion simply  led  to  a  proper  allocation  to  the  market,  as  opposed  to 
allocation  by  federal  preemption? 

Mr.  LaFalce.  Absolutely. 

Senator  Lugar.  Thank  you  very  much. 

Senator  Tower.  Senator  Dodd? 

Senator  Dodd.  Just  very  briefly,  Mr.  Chairman,  I'd  like  to  wel- 
come my  former  colleague  from  the  House.  We  were  elected  in 
1974  together. 

It's  a  pleasure,  John,  to  have  you  before  the  committee.  I'm  going 
to  be  following  with  great  interest — as  the  others  in  this  committee 
are — your  proposal. 

Just  one  point.  I  guess  you  said  at  some  point  in  your  testimony 
something  about  50  percent  rates.  Obviously,  that  seems  unrealistic 
at  this  point. 

But  just  as  a  theoretical  matter,  of  course,  were  the  Congress  to 
adopt  the  LaFalce/Lugar,  Lugar/LaFalce  legislation,  there  is— 
there  would  be,  of  course,  no  restriction  and  in  fact,  theoretically 
the  rate  could  go  that  high,  without  any  kind  of  control  at  all? 

Mr.  LaFalce.  Well,  when  I  used  50  percent,  I  was  making  an 
analogy.  I  said  that  a  10-percent  limit  in  Arkansas,  when  the 
interest  rate  was  2  or  5  percent,  would  mean,  if  we  were  to  pass  a 
comparable  interest  rate  ceiling  today,  when  the  prime  is  20— if  it 
was  going  to  be  comparable  to  what  it  was  50  or  100  years  ago, 
when  Arkansas'  was  passed,  it  would  have  to  be  50. 

Senator  Dodd.  You  say  you'd  oppose  that,  obviously,  if  it  got  that 
high?  You  wouldn't  want  to  see  it  get  that  high? 

Mr.  LaFalce.  I  really  think  that,  you  know,  if  we  passed  a  50- 
percent  limit,  it  would  have  absolutely  no  effect  whatsoever — I'm 
not  advocating  that — because  you  would  still  get  your  interest  at, 
you  know  20-plus  right  now.  It  would  depend  upon  what  the  prime 
was. 

If,  however,  we  set  it,  say,  at  23  percent,  then  even  if  it  dropped 
down  to  about  18  or  17  percent,  I  think  that  we  might  see  virtually 
everybody,  you  know,  up  at  23,  rather  than  coming  down  to  22  or 
21.  In  other  words,  if  we  ever  did  engage  in  a  Federal  ceiling,  it 
would  have  to  be  sufficiently  above  whatever  we  would  anticipate 
possible  future  interest  rates  at,  so  that  it  would  not  act  as  the 
level  where  everybody  would  set  their  interest  rates  at,  rather  than 
just  a  prohibition  against  unconscionable  rates. 

Senator  Dodd.  I  wasn't  suggesting  you  were  advocating  a  50- 
percent  ceiling.  What  I  guess  I  was  getting  at  is,  without  any  kind 
of  ceiling  or  linking  it  to  anything— CPI,  or  the  Fed  discount  rate 
whatever  it  may  be— that  you  run  theoretically  the  potential  of  it 
going  that  high,  depending  on  what  happens  with  interest  rates 
and  market  forces. 

Mr.  LaFalce.  What  we  would  be  depending  upon  would  be  com- 
petition in  the  marketplace  to  Bet  the  limits. 

Senator  Dodd.  Potentially,  if  you  didn't  have  good  healthy  com- 
petition within  the  market,  you  run  the  risk  anyway  of  having 
unscrupulous  lenders  charge  40  percent,  50  percent.  That's  theo- 
retically possible,  of  course. 


D,g,t,zedbyG00gIe 


103 

Mr.  LaFalce.  It's  theoretically  possible,  but  I  think  that,  other 
than  for  the  principle  of  noncontradiction,  virtually  everything  else 
imaginable  is  theoretically  possible. 

Senator  Dodd.  Thank  you. 

Senator  Lugah  [presiding].  Thank  you  very  much. 

Any  more  questions? 

Senator  Dixon.  No. 

Senator  Lugar.  Thank  you  very  much,  Congressman  LaFalce  for 
coming.  We  appreciate  your  testimony. 

Mr.  LaFalce.  Thank  you. 

Senator  Lugar.  The  Chair  would  like  to  call  now  Dr.  Robert  W. 
Johnson,  director  of  the  Credit  Research  Center,  Purdue  Universi- 
ty, West  Lafayette,  Ind. 

Dr.  Johnson,  welcome  to  the  committee.  We  appreciate  your 
coming.  Will  you  please  proceed  with  your  testimony. 

STATEMENT  OF  DR.  ROBERT  W.  JOHNSON,  DIRECTOR,  CREDIT 
RESEARCH  CENTER,  PURDUE  UNIVERSITY 

Dr.  Johnson.  I  will  summarize  my  prepared  statement  as  briefly 
as  possible. 

I  appreciate  the  invitation  of  this  committee  to  appear  and  to 
testify. 

As  Senator  Lugar  has  indicated,  my  name  is  Robert  W.  Johnson. 
I  am  director  of  the  Credit  Research  Center,  a  nonprofit  research 
organization  that  is  part  of  Purdue  University. 

Speaking  in  terms  of  my  own  personal  opinion  and  not  repre- 
senting the  views  of  Purdue  University,  I  would  compliment  both 
S.  1406  and  S.  963  on  two  dimensions. 

First  of  all,  both  bills  are  moving  in  the  right  direction  in  at- 
tempting to  remove  restrictions  on  rates  that  consumers  pay  for 
the  use  of  credit.  Having  set  a  course  to  remove  restrictions  on 
rates  that  savers  can  earn,  Congress  is  now  moving  to  relieve 
creditors  who  use  those  savings  directly  or  indirectly  of  the  limits 
on  the  rates  that  they  can  charge. 

If  you  will  spare  me  a  down-home-in-Indiana  analogy,  it  seems  to 
me  at  present  we're  in  a  situation  analogous  to  the  Federal  Gov- 
ernment's having  removed  price  controls  on  chicken  feed,  while 
allowing  each  State  to  set  rigid  price  ceilings  on  chickens  or  the 
parts  thereof. 

Both  bills  recognize  the  economic  irrationality  of  that  position. 

Second,  both  bills  preserve  the  States'  rights  to  enact  and  to 
retain  and  to  adjust  consumer  protection  provisions.  And  I  think  it 
is  entirely  appropriate  to  leave  the  States  to  this  complex  task. 
However,  there  are  some  differences  in  the  approaches  of  S.  1406 
and  S.  963  to  which  I  would  like  to  address  myself. 

RATES  TIED  TO  FED  DISCOUNT  RATE 

First  of  all,  S.  1406  provides  complete  relief  from  rate  ceilings, 
analogous  to  the  relief  provided  on  savings,  whereas  S.  963  ties  the 
ceilings  to  the  Federal  Reserve  discount  rate.  I  see  some  fairly 
major  problems  with  that  latter  approach. 

First  of  all,  I  don't  think  that  the  rate  ceiling  is  going  to  be  high 
enough.  If  we  go  back  to  back  to  February  1981,  the  Federal 
Reserve  discount  rate  was  13  percent.  Even  if  allow  the  surcharf 
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of  3  percent,  plus  the  additional  1  percent,  that  would  provide  us 
with  an  optional  Federal  ceiling  of  only  17  percent. 

At  that  time,  Federal  Reserve  reports  show  that  the  average 
typical  rate  charged  by  banks  on  12-month  personal  loans  was  17.3 
percent;  on  credit  card  plans,  around  18  percent;  and  finance  com- 
pany used  car  loans,  at  19.4  percent.  Thus,  S.  963  would  simply  not 
let  the  free  market  operate,  since  the  proposed  rate  ceilings  would 
already  be  below  the  free  market  rate. 

Second,  as  indicated  earlier,  the  Federal  Reserve  discount  rate  is 
a  poor  index.  It  is  a  rate  administered  for  monetary  policy.  It  is  a 
short-term  rate,  but  many  lenders  borrow  in  the  long-market.  For 
example,  the  finance  companies  get  about  46  percent  of  their  bor- 
rowed funds  in  the  long-term  market. 

Finally,  the  Federal  Reserve  discount  rate  in  no  way  reflects  the 
operating  costs  of  creditors,  which  are  very  substantial  in  many 
cases  in  the  consumer  credit  field.  For  example,  in  1979  the  aver- 
age of  operating  costs  of  medium-sized  bank  card  divisions  was  61 
percent  of  total  income.  And  those  operating  costs  are  completely 
unrelated  to  the  short-term  Federal  Reserve  discount  rate. 

DRAMATIC   INCREASE    IN    REVOLVING   CREDIT 

Finally,  S.  963  does  not  provide  for  preemption  of  fees  or  charges 
paid  for  availability  of  credit,  as  provided  in  S.  1406.  This  differ- 
ence is  directly  relevant  to  revolving  credit,  a  very  popular  and 
important  kind  of  credit  in  this  country.  Total  revolving  credit 
from  year-end  1972  to  year-end  1980  grew  at  a  rate  of  about  30 
percent,  compounded  annually.  Bank  card  credit  grew  at  a  com- 
pound annual  rate  of  just  under  20  percent.  This  is  a  very  popular 
kind  of  credit. 

But  you  heard  in  your  oversight  hearings  that  revolving  credit 
these  days  generally  is  either  unprofitable  or  only  marginally  prof- 
itable. A  good  share  of  the  problem  stems  from  the  fact  that  many 
credit  card  users  avoid  paying  any  finance  charges.  Thirty  to  forty 
percent  pay  in  full  every  month. 

VISA  has  reported  that  about  half  of  its  monthly  collections  pay 
off  card  balances  in  full,  without  paying  any  finance  charge.  S.  963 
would  permit  State  laws  to  continue  in  effect  that  prohibit  levying 
an  annual  fee  or  a  transaction  fee,  or  charging  from  the  date  of 
purchase.  Yet,  these  cardholders  are  receiving  major  important 
free  services.  They  are  getting  credit  from  the  date  of  purchase  to 
the  date  of  payment,  which  may  range  up  to  50,  55  days,  of  credit 
They  are  getting  a  credit  line  which  they  can  draw  at  will.  They 
are  getting  the  convenience  of  transactions  at  the  point  of  sale. 

We  have  studies  at  the  Credit  Research  Center  that  show  what 
nonrevolvers  are  like — that  is,  those  people  that  pay  in  full  every 
month — versus  people  who  do  not  revolve  and  who  pay  a  finance 
charge  every  month,  or  most  months. 

We  drew  on  the  sample  that  was  under  the  auspices  of  a  survey 
conducted  by  the  Survey  Research  Center  at  the  University  of 
Michigan.  It  was  sponsored  in  mid-1977  by  the  Federal  Reserve 
Board,  the  FDIC,  and  the  Comptroller  of  Currency.  They  sampled 
over  2,500  consumers  on  a  nationwide  basis. 

We  split  the  sample  into  two  parts:  Those  consumers  who  held 
credit  cards  who  said  they  almost  always  paid  in  full  every  month 
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versus  the  rest  of  the  consumers  who  said  they  sometimes  paid  in 
full  and  other  consumers  who  said  they  seldom  paid  in  full. 

The  differences  were  very  striking,  and  I  suspect  you  could  all 
anticipate  what  those  differences  would  be. 

The  family  income  of  the  people  receiving  the  free  services,  the 
nonrevolvers,  was  $2,305  on  a  monthly  basis  versus  $1,765  for  the 
revolvers,  a  difference  of  $540  a  month.  The  nonrevolvers  were 
older,  had  smaller  families. 

Respondents  were  asked:  "Do  you  find  it  difficult  to  save  in 
advance  for  major  purchases?"  Forty-six  percent  of  the  nonre- 
volvers said  "No; '  17  percent  of  the  revolvers  said  "No." 

We  also  discovered  that  the  nonrevolvers  used  their  credit  serv- 
ices much  more  than  the  revolvers.  They  took  advantage  of  the 
transaction  service.  They  had  many  more  transactions  per  month 
than  did  the  revolvers.  They  were  frequent  users  of  credit. 

In  summary,  the  people  who  are  avoiding  paying  the  finance 
charge  under  many  State  laws  are  affluent,  upstream  consumers, 
who  make  active  use  of  their  credit  cards. 

S.  963  continues  the  protection  provided  these  consumers  by 
many  States  against  their  paying  for  the  credit  services  they  use. 
S.  1406  removes  that  shield. 

Another  major  difference  is  that  S.  963  is  scheduled  to  end  in 
April  1,  1983,  while  S.  1406  continues  until  Congress  decides  other- 
wise. It  seems  to  me  if  it  makes  sense  to  decontrol  the  price 
charged  for  credit  to  reflect  the  decontrol  of  the  cost  of  funds  to 
creditor  in  1981,  it  makes  even  greater  sense  in  1983  to  continue 
that  decontrol.  The  basic  economic  principles  do  not  change  in  21 
months. 

Further,  under  the  Deregulation  Act,  we  should  have  even  more 
competition  in  1983  than  we  have  now,  given  the  broader  powers 
that  you  have  given  to  the  savings  and  loan  associations,  credit 
unions,  savings  banks,  and  other  creditors. 

We  have  no  sunset  provision  on  the  deregulation  of  savings  rates. 
It  seems  counterproductive  to  have  such  a  provision  on  the  price  of 
credit. 

Finally,  I  have  one  small  quibble  on  S.  1406  with  respect  to 
section  533(c).  I  am  not  an  attorney,  but  as  I  read  that  section,  it 
would  permit  States  to  take  certain  types  of  credit  or  certain  types 
of  creditors  and  rehnpose  rate  ceilings  on  those  particular  types  of 
credit  or  creditors.  It  seems  to  me  that  it  leads  to  that  kind  of 
credit  allocation  which  this  committee  would  prefer  to  avoid. 

For  example,  it  leads  to  a  situation  where  creditors  might  gang 
up  on  another  kind  of  creditor.  They  might  gang  up  on  State- 
chartered  credit  unions  or  finance  companies  in  an  effort  to  stifle 
their  competitive  power  by  reim  posing  rate  ceilings  on  particular 
types  of  creditors.  And  that  is  anticompetitve.  We  have  a  history  of 
that  in  this  country. 

Take  as  one  example  Iowa— I  am  not  picking  on  Iowa,  we  can 
find  other  similar  cases.  Prior  to  the  passage  of  the  Uniform  Con- 
sumer Credit  Code  in  July  1,  1974— that  b  the  effective  date — 
finance  companies  were  limited  to  rates  of  26  to  36  percent,  but 
could  not  make  loans  in  excess  of  $1,000.  On  the  other  hand,  we 
had  commercial  banks  which  were  limited  to  an  annual  percentage 
rate  of  12  percent,  but  they  could  make  loans  up  to  $5,000.  In  the 
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1960's,  that  was  not  a  bad  dollar  amount.  But  this  clearly  segment- 
ed the  market.  Finance  companies  were  in  one  segment  of  the 
market.  The  legislature  put  the  banks  in  another  segment  of  the 
market,  and  that  led  to  less  competition. 

We  have  other  studies  at  the  Credit  Research  Center  that  shows 
the  anticompetitive  effect  of  segmented  rate  ceilings. 

I  would  prefer  to  see  that  section  deleted  so  that  creditors  who 
would  want  to  reimpose  rate  ceilings  on  their  competitors  would 
realize  that  they  would  also  be  under  the  rate  ceilings,  and  we 
would  stifle  that  initiative  to  go  back  and  compete  in  the  legisla- 
ture, rather  than  to  compete  in  the  marketplace. 

In  summary,  if  Congress  will  pass  S.  1406,  perhaps  with  the 
deletion  of  subsection  533(c),  in  substantially  the  form  in  which  it 
is  before  this  committee,  I  think  we  can  make  one  of  the  most 
significant  steps  in  this  generation  toward  a  free  and  efficient 
market  for  business,  agricultural,  and  consumer  credit. 

Thank  you. 

[Complete  statement  follows:] 
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STATEMENT  OF 

ROBERT  W.  JOHNSON 

DIRECTOR.  CREDIT  RESEARCH  CENTER 

KRANNERT  GRADUATE  SCHOOL  OF  MANAGEMENT 

PURDUE  UNIVERSITY,  "EST  LAFAYETTE,   INDIANA 

Mr.   Chairman  and  Members  of  the  Committee: 

My  name  Is  Robert  W.  Johnson,  Director  of  the  Credit  Research  Center, 
Purdue  University.     The  Credit  Research  Center  (CRC)   1s  a  nonprofit 
research  organization  that  was  established  in  1974  as  a  part  of  Purdue 
University.     Over  the  first  five  years  of  our  existence,  about  half  of 
our  financial   support  has  come  from  various  government  agencies  and  about 
half  from  unrestricted  grants  from  a  broad  cross-section  of  the  credit 
industry.     More  recently,  we  have  corae  to  rely  more  heavily  on  unrestricted 
grants  from  a  diverse  Industry  group.     As  a  matter  of  policy,  all  of  our 
research  findings  are  made  available  to  the  public. 

I  am  appearing  at  your  Invitation  to  present  my  views  on  S.   1406  and 
S.  963.     These  are  my  personal   views  and  I  am  not  speaking  on  behalf  of 
the  Credit  Research  Center  or  Purdue  University. 

SIMILAR  BASIC  OBJECTIVES 
The  basic  objective  of  these  two  bills  is  similar  and  laudable. 
Having    set  on  a  course  to  remove  restrictions  on  the  rates  that  savers 
can  earn.  Congress  is  now  moving  to  relieve  creditors—who  directly  or 
indirectly  use  those  savings—of  limits  on  the  rates  that  they  can 
charge.    As  this  Committee  has  heard  in  recent  oversight  hearings, 
restrictive  rate  ceilings  mean  that  creditors  either  cannot  pay  the 
market  rate  for  savings  or  will  have  to  restrict  the  availability  of 
credit  to  consumers.     Consequently,  leaving  creditors  in  a  squeeze 
between  rising  cost  of  funds  and  fixed  restrictions  on  the  prices  that 
they  can  charge  for  those  funds  will  adversely  affect  consumers,  Industry 
and  the  national  economy.     We  are  in  a  situation  that  Is  analagous  to  the 
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■j*  vmnt-jf,  nurtmes,  rat*  ceittaat  do  met  inwi  wwcn.     they 

*Wtf/   r«£jot  flW  ewttakltfty  of  cot  credit  to  mom*  6—B  I..   forcing 
•Ji*»  WttM  M  Atiii  credit  tiettrectly  ttiraidi  retail  outlets  «r  frow. 
'T[«5*I  leaders,     :•  contrast,  legist a  tioa  ■Mtrmimi  wiiiqmr  cHt^n, 
's,1t4r,tlm  ram*  dies,  balloon  »jwn,  refumds  mpon  pi mwt  M  tie 
if  If*  -So  peKect  comsuner*.     State  Initiators  *a»e  desired  pmttagas  of 
'r,*-.t**r  protection  that  they  Believe  appropriate  for  their  citizen, 
»M  tt  It  befitting  that  Congress  allow  this  responsibility  to  remain 
«l'Ji   tin   states. 

En  this  connection,  it  If  worth  pointing  out  that  the  bream  of 
CM'JKr  Ptrtoetfofiof  the  Federal  Trade  Commission  does  not  share  this 
rltw,     *-.  /ou  'now,   they  have  proposed  an  extensive  series  of  restric- 
ts.', on  cedltors'  collection  remedies  that  would,  by  Federal  regula- 
tory action,  effectively  preempt  State  law  in  this  area.         As  we  shall 
see,  this  proposed  Trade  Regulation  Rule  Is  relevant  to  the  relative 
■frits  of  the  two  bills  before  us. 

The  bills  permit  State  legislators  to  reject  the  federal  preemption 
of  >tata  rate  cellfngs  on  consumer  credit  within  21  months  to  three  years. 
In  all  fairness,  I  nust  say  that  this  provision  seems  Inconsistent  with 
the  absence  of  a  sltrllar  provision  that  would  permit  States  to  over-ride 
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the  phasing  out  of  interest  rate  ceilings  on  deposit  accounts.     Quite 
properly.  Congress  has  not  granted  an  Interval   for  the  States  to  impose 
lower  rate  ceilings  on  the  deposits  of  State- chartered  institutions  than 
are  permitted  by  the  Deregulation  Act.     Any  State  foolish  enough  to 
Impose  such  a  limit  Mould  obviously  force  deposits  out  of  State- chartered 
institutions  into  Federally-chartered  institutions  and  money  market  funds. 
By  the  same  token,  as  this  Conrittee  has  previously  learned,  any  State 
that  over-rides  the  preemption  of  State  rate  ceilings  on  consumer, 
agricultural  and  business  credit  would  distort  the  flow  of  funds  both 
within  the  State  and  nationally.     Returning  to  my  earlier  analogy,  if 
we  do  not  permit  the  States  to  reject  the  phasing  out  of  price  controls 
on  chicken  feed,  why  should  they  be  permitted  to  negate  the  release  of 
price  ceilings  on  chickens?     I  doubt  that  the  provision  raises  a  serious 
problem,  since  State  legislators  generally  seen  to  be  aware  of  the 
Increasing  need  to  deregulate  the  prices  paid  for  credit  by  business 
and  consumers,  just  as  we  have  deregulated  the  cost  of  those  funds. 

DIFFERENCES  IN  APPROACH 
While  the  two  bills,  S.  1406  and  S.  963  have  the  sane  basic  objec- 
tive,  there  are  important  differences  In  the  manner  in  which  this  Objec- 
tive is  to  be  achieved.     Let  me  turn  to  an  evaluation  of  those  differ- 


jate  Ceiling  v.  jjo  Rate  Celling 

While  S.  1406  provides  for  complete  relief  from  State  rate  ceilings 
in  agricultural,  business,  and  consumer  credit,  S.  963  ties  the  Federal 
-ate  ceiling  to  the  Federal  Reserve  discount  rate.  There  appears  to  be 
i  number  of  problems  with  this  latter  approach. 
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*V  am"'   Jflnwir*.?  _      jt  I*tiriar/  s^  IIJW*   nair  2W  CTr^'m*  Itt  xBi"* 
1**»  M«n.  Tt  SeitaW   'W.   F-icer*:   fcwfw  «<iK3urt  i-«te  jT.js  ■(  jpn-cort- ?< 
Hi;'i'j.".T*;  -.ei.li'iin  moil*  *b-i»  Men  adjusted  qwrtt  *s  *  ati*«e  wral 
■-woiaernt,  a'Kww-fr  shtt  *«i  rac^i*t>  »r>  le  rtwrn-SBi*  atfjjBonjrt 
V«'t  *»«-wJ::it*  ly  "*irs»  !«ii'j:i»s  *»  certain*  cimiawillanei. 
"iuS.,  ",i*  -*K*+$  mmM  ».t*f  been  3*  percent  :r  11  nmumit,  demjwtJmj 
uwi  Vf*"%  (irMrsre-atl**  e*  the  f-aUte.     *e*..in  **6ra»rj  l«l,  the 
(»'tj»  '■*:*  'Jw-7«  Jy  ca— wclal  banks  or  me- tie  hones  was  lt.it  aer- 
jatr*;  "7.5*  9t»«»t  •»  'i-SBf  comber  !mh;  k  15.3*  percent  an  ne» 
Ut4ME&fT«.     Vit  b*Mr  credit  sari  plan  «n  a*  TS  percent  on  the  tnitia! 
»r*<tn  9*  the  M><  b*'*)«ce.     >  average,  finance  coanaafes  Mere 
-*»'T/-ij  15. If  percent  to  finance  used  cars;  21.4?  percent  oa  penonal 
''.•*".-,  and  29.*£  ptrcw*  on  other  consuner  goods  credit.         Since  n*ny 
<rf  tiM-M:  «te*  wert  ibove  or  close  to  the  optional  Federal  rates  that 
»MI4  lav*  teen  established  under  S.  963,  it  is  apparent  that  the  bill 
Mould  have  pro*ij*rt  wil/  ill^it  additional  rate  flexibility.     The 
f,*tiz*tn  of  on'y  *  rev  States,  nost  notably  Arkansas,  -ould  have  benefited 
tljnifltan'.ly  fron  r»M  relief.     Because  the  rate  ceilings  under  S.  963 
would  in  nany  casts  have  been  below  those  already  inposed  by  a  diverse 
■liture  of  State  rate  ceilings,  consuner  credit  would  have  regained 
wmvtralned  ,n  rany  States.     This  Cunalttee  has  received  anple  testi- 
mony concerning  the  unfavorable  effects  on  the  Nation's  econoay  of 
allowing  existing  State  rate  ceilings  to  continue  to  distort  the  credit 
Wrlreti  of  the  Nation. 
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Second,  the  Federal  Reserve  discount  rate  Is  probably  Inappropriate 
for  Indexing  rate  ceilings  on  consumer,  business,  and  agricultural  credit. 
It  is  a  rate  that  is  administered  for  Monetary  policy  and  does  not 
necessarily  reflect  current  market  rates.     Moreover,   to  the  extent  that 
it  reflects  market  rates,  it  Is  basically  a  short-term  rate.     Yet,  the 
cost  of  funds  to  creditors  arises  from  a  composite  of  short-  and  long- 
term  funds.     For  example,  at  mid-1980,  46  percent  of  finance  company 
debt  was  long-term.         Even  more  important,  while  the  cost  of  funds  has 
become  Increasingly  important  in  the  overall  costs  of  providing  consumer 
credit,  operating  costs  still  comprise  a  large  portion  of  total  costs. 
As  illustration,  among  a  sample  of  medium-sized  banks  in  1979,  operating 
costs  amounted  to  23  percent  of  the  total   income  of  the  instalment  loan 
divisions  and  61  percent  of  the  total   income  of  the  credit  card  divisions. 
Changes  1n  operating  costs  over  time  are  affected  by  inflation,  but  are 
almost  entirely  unrelated  to  the  sharp  movements  in  short-term  money 

Finally,  S.  963  does  not  allow  for  preemption  of  'fees  or  charges 
paid  for  the  availability  of  credit,  payment  mechanism  services,  or 
for  similar  purposes,  Including  periodic,  transaction  and  access  fees," 
as  provided  in  S.  1406  [Part  D,  Sec.  532(a)(1)(B)].     This  difference 
between  the  two  bills  will  have  a  profound  effect  upon  users  and  providers 
of  revolving  credit. 

Consumers  have  embraced  revolving  credit  as  a  convenient  means 
of  using  credit.     It  provides  an  easy  way  to  make  a  credit  purchase  at 
point  of  sale,  a  line  of  credit  that  may  be  drawn  upon  at  will,  and, 
generally,  credit  from  the  date  of  purchase  to  the  date  Of  payment. 
Over  the  past  eight  years  (years-end  1972-1980),  revolving  credit 
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In  sj-ite  of  DM*  ptMml  praaah.  ih  aaae  tear*  *■ 
in  Dhe  v nBrsljtit  tearlae*  that  Mb  Ml  srteers  taw  fiM]  nwifiij 
CfWHt  t*  6f  uaprirfttaftle  *r.  at  **«..  aargi«lly  iir»fii»*"le-     Te  a 

-  otw,  tar  mr  profit  riftm  of  onetfil  can**  is  atsri- 
ti*tj*l«  i*  tk>  rate  (tnrtve.  la  aartirV-ar  t>  the  stuilK  free 
perl**,"  uteresy  cardholder*  ate  pay  their  M>i«  telaaoe  iv  fall  esc* 
■on*  «>vM  *»/i«i  a  ffaeace  charge,     la  tans  case,  they  naive— at 
ms  direct  c*st— at  aack  as  50  to  60  days  of  credit  fro*  the  Mate  af 
parchase  to  the  date  pa/nent  is  naoe.     These  cardholder*  are  UimI 
'•ee-rewelwers."     Seeks  report  that  about  X  to  40  percent  af  their 
active  account*  pay  ia  fall  each  north  and  that  the  proaortloa  eayteg 
Id  full  hat  btea  rislag  ever  the  put  several  rears,     la  Pay  1980. 
VIM,  0-SJt  reported  that  37  percent  of  its  active  cardholders,  aha 
accounted  for  half  of  Visa's  *oluae,  incurred  no  finance  charges.     Those 
coMuaert  aho  do  not  pay  in  full  and  thereby  iecar  a  finance  charge  are 
teraed  'revolvers.' 

This  COMeittee  faces  tan  basic  choices.     0a  the  one  hand,  under 
S,  963  it  can  continue  Stat*  laws  that,  In  effect,  aendate  a  free  credit 
period  on  revolving  credit  by  prohibiting  annual  or  aonthly  fees,  trans- 
action feet,  or  stellar  charges.     Such  State  lavs  protect  non-revolvers. 
On  the  other  hand,  under  S.  1406  It  can  precept  those  State  leas  and 
perait  flnas  offering  revolving  credit  to  clttnge  their  pricing  structures 
to  aiMSf  non-revolvers  for  their  use  of  credit  services.     From  our 
ttudlct  at  the  Credit  Research  Center,  we  can  show  this  Coaaittee  boa 
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non- revolvers  differ  from  revolvers  so  that  you  can  determine  whether 
you  Mlsh  to  preserve  the  shield  now  protecting  the  non- revolvers. 

The  data  used  in  our  study  were  collected  in  a  national  survey 
of  2,563  consumers  1n  mid-1977.6      The  fleldwork    Has  jointly  sponsored 
by  the  Office  of  the  Comptroller  of  the  Currency,  the  Federal    Reserve 
Board,  and  the  Federal   Deposit  Insurance  Corporation.     Me  concentrated 
our  analysis  on  those  consumers  who  used  bank  credit  cards  and  who  had 
reported  their  income,  about  31  percent  of  the  original  sa*>1e.       He 
divided  this  subsample  Into  revolvers  and  non-revolvers  on  the  basis  of 
their  response  to  the  question,  "When  you  use  bank  cards  or  store  cards, 
do  you  almost  always  pay  the  total  amount  due  each  month  to  avoid  a 
finance  charge,  do  you  sometimes  do  this,  or  do  you  hardly  ever  pay  in 
full   and  have  to  pay  a  finance  charge?"     About  half  of  the  respondents 
said  that  they  almost  always  paid  in  full   and  were  classified  as  non- 

The  differences  between  the  non-revolvers  and  revolvers  were  often 
Striking,   but  much  as  you  might  expect  (Exhibit  1).     Non-revolvers  had 
an  average  monthly  family  Income  of  12,305  compared  to  an  average  of 
$1,765  for  the  revolvers.     Compared  to  revolvers,  non- revol vers  were 
older  and  had  smaller  families.     Only  three  percent  of  non-revolvers  were 
Black,  compared  to  the  nine  percent  of  revolvers.     Consumers  were  asked 
"what  about  saving  money  in  advance  for  large  purchases  like  furniture, 
refrigerators,  and  things  like  that— do  you  find  It  difficult,  some- 
what difficult  or  not  at  all  difficult  to  save  for  them  in  advance?" 
Forty-six    percent  of  the  non-revolvers  reported  that  they  had  no  diffi- 
culty, compared  to  only  17  percent  of  the  revolvers.     Hon- re vol  vers 
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were  less  concerned  about  the  size  of  the  monthly  payment  than  Mere 

In  this  study  we  found  that  non-revolvers  used  their  cards  frequently-- 
39  percent  compared  to  only  24  percent  of  revolvers.      In  an  earlier  Study 
of  655  California  bank  cardholders  we  found  that  the  more  often  consigners 
used  their  credit  cards,  the  lower  the  finance  rates  that  they  paid 
(Exhibit  2).       Whereas,  56  percent  of  the  low  users  paid  an  annual   rate 
exceeding  14  percent,  54  percent  of  the  high  users  paid  two  percent  or 
less.     Other  data  front  the  sane  study  showed  that  frequent  users  were 
more  likely  to  be  consumers  with  Incomes  exceeding  $25,000. 

EXHIBIT  2 
RELATIONSHIP  OF  ACCOUNT  USE  TO  FINANCE  RATE  PAID 


Those  Whose 
Average  Debits/ 
Mo.   Were 


Paid  Annual   Percentage  Rates  Of 


Source:     Credit  Research  Center,  California  Band  Card  Study. 
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In  siMiry,  hi  comparison  to  revolvers,  w  rnvolviwg  cradtt  cart- 
holders  who  benefit  frnai  State  prohibitions  on  mua!  fees  and  transp- 
ut*) charges  are  likely  to  fee  older,  with  higher  hoi  .  *"!  SMTter 
faaiilies.  They  use  their  cards  *one  ^reouwrtly  tten  revolvers  and  have 
less  concern  with  meeting  monthly  payment:,  and  anre  ab-ntty  to  save  -hi 
advance  fur  afljor  purchases.  Put  sl^ily,  they  are  better  off  Chen  "the 
revolvers,  S.  963  continues  the  protection  provided  by  same  Stats, 
against  tneir  paying  for  credit  services;  S,   1406  removes  that  WrieliL 

Sunset  Provision 

S.  963  is  scheduled  to  end  on  April  1.   1983.  whereas  S.  1406  vill 
continue  until   Congress  decides  otherwise,     As  ■tmriceted  earlier,  the 
basic  rationale  for  both  tills  Is  to  rein*  or  to  release  tram  Stale 
control  the  price  charged  for  credit  in  order  to  leflect  the  fact  tiart 
under  The  Deregulation  Act  Congress  1s  phasing  out  controls  on  the  cost 
of  funds  to  creditors.     To  return  to  the  analogy,  having  unfrozen  tfte 
price  of  chicken  feed.  Congress  1s  now  very  sensibly  releasing  price 
controls  on  chickens. 

Let  is  agree  that  it  mtfces  sense  to  let  the  Market  set  the  price 
of  credit  services  sold,  now  that  we  have  decided  to  let  the  market  set 
the  cost  of  funds  used.     That  decision  will   be  just  as  rational  and 
statesmanlike  In  April   1983,  as  It  is  In  July  1981.     Basic  econoalc 
principles  do  not  change  In  21  months.     Moreover,  under  The  Deregulation 
Act  the  broader  powers  given  to  savings  and  loan  associations,  savings 
banks,  and  credit  unions  to  provide  consumer  credit  should  wake  competi- 
tion even  more  effective  in  191(3  than  It  is  now  In  Uniting  the  price 
of  credit  to  consumers.      If  wa  have  faith  In  truth-in- lending,  we  should 
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believe  that  free  consumer  credit  markets  Hill  be  workably  competitive 
today  and  even  more  efficient  1n  21  months.     Congress  has  already  decided 
against  a  sunset  provision  in  the  deregulation  of  interest  rates  paid 
on  consumers'  time  and  demand  deposits.     I  see  no  need  for  a  sunset 
provision  in  the  preemption  of  States'   Interest  rate  limitations  on 
business,  agricultural,  and  consider  credit. 

State  Over-ride  Provision 

1  am  not  an  attorney.  But  as  I  read  S.  963,  it  appears  that  to 
over-ride  the  Federal  preemption  of  State  rate  ceilings  on  business, 
agricultural,  and  consumer  credit,  the  State  legislature  would  have 
to  reject  all  of  "Part  D  -  General  Usury  Over-ride."  In  contrast,  as 
I  read  Section  533(c)  of  S.  1406,  it  appears  that  a  State  could  over- 
ride the  deregulation  of  rates  for  certain  types  of  credit.  If  my 
analysis  1s  correct,  the  provision  of  S.  1406  places  the  free  market 
concept  of  rate  deregulation  in  great  Jeopardy. 

If  one  examines  legislative  history  in  the  various  States,  grantors 
of  consumer  credit  are  not  above  trying  to  fence  out  potential  compe- 
titors by  persuading  State  legislatures  to  enact  statutes  Uniting 
the  maximum  size  and  maturity  Of  loans  and  the  rates  that  can  be  charged. 
As  illustration,  in  Iowa  prior  to  the  passage  of  the  Uniform  Consumer 
Credit  Code  effective  Ouly  1,  1974,  finance  companies  could  make  loans 
at  annual   rates  ranging  from  26  percent  to  about  36  percent— but  only 
up  to  $1,000.     In  turn,  commercial  banks  were  limited  to  an  annual 
rate  of  12  percent,  but  could  make  what  were  then  large  loans  up  to 
IS, 000.     It  was  a  neat  market  segmentation  by  legislative  decree.     And, 
It  was  not  a  free  market. 
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If  1  am  reeding  subsection  (c)  of  S.  1*06  correctly,  1t  w«n 
to  pervrit  a  return  to  those  old  market  segmentation  days.     Hhrt  1s  there 
to  prevent  Other  credit  grantors  from  "ganging  up"  on  State-chartered 
credit  unions  or  finance  companies  and  fencing  the*  out  of  the  free 
market  by  persuading  the  State  legislature  to  establish  restrictive  rate 
ceilings  on  those  'extensions  of  consumer  credit"  or  "those  types  or 
klnds  of  covered  charges?"     In  fact,  the  subsection  appears  to  offer 
State  legislators  the  opportunity  to  re-impose  prohibitions  of  annual 
fees  or  transaction  charges  on  revolving  credit.     If  one  credit  grantor 
wishes  to  Impose  price  ceilings  on  his  competitors,  he  should  understand 
that  he  will   hive  to  live  with  precisely  that  sane  restrictive  price 
ceiling.     That  understanding  should  prove  very  helpful   in  gaining  his 
support  for  free  credit  markets.      If  ay  interpretation  of  subection  (c) 
is  correct,     I  Mould  urge  that  the  Committee  consider  its  deletion. 

Finally,  a  further  reason  for  requiring  that  relief  froa  rate 
ceilings  apply  across  the  board  to  all  forms  of  business,  agricultural, 
and  consuner  credit  is  provided  by  the  FTC's  proposed  trade  regulation 
rule  governing  creditors'  collection  remedies.     If  this  rule  becomes, 
In  effect,  the  leu  of  the  land,  all  creditors'  costs  will   be  increased. 
Thus,  States  should  not  be  permitted  to  impose  restrictive  rate  ceilings 
on  some  types  of  credit  or  creditors,  while  leaving  others  free  of  such 
limitations. 

In  summary,  both  S.  963  and  S.  1406  reflect  the  need  to  deregulate 
the  price  of  credit  now  that  we  are  moving  to  let  the  market  set  the 
cost  of  credit;  that  Is,  the  returns  paid  to  savers.  For  the  reasons 
stated,  my  preference  would  be  S.  1406,  with  the  deletion  of  subsection 
(c).  If  Congress  will  pass  S.  1406  In  that  form,  we  can  make  the  most 
significant  move  fn  our  generation  towards  an  unrestricted,  free  Market 
for  builnati,  agricultural,  and  consumer  credit. 
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See  Credit  Practices  (Staff  Report  and  Recommendation  on  Proposed 
Trade  Regulation  Rule  16  CFR  Part  444;  Public  Record  215-42).  Washington, 
D.C.:  Bureau  of  Consumer  Protection,  Federal  Trade  Commission,  August  1980. 

Effective  December  5,  1980,  a  three  percent  surcharge  was  applied 
to  short-tern  adjustment  credit  borrowings  by  Institutions  with  deposits 
of  $500  million  or  more  who  borrowed  In  successive  weeks  or  in  more  than 
four  weeks  In  a  calendar  quarter. 


Federal   Reserve  System,   Functional   Cost  Analysis 
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Senator  Lugar.  Thank  you  very  much,  Dr.  Johnson. 

You  have  touched  upon  my  first  question  in  your  overall  state- 
ment. But  for  the  record,  would  you  reiterate  your  answer  to  this 
question:  You  have  claimed  that  rate  ceilings  do  not  truly  protect 
consumers,  although  that  is  purportedly  one  of  the  main  reasons 
for  such  ceilings.  Could  you  explain  the  traditional  rationale  for 
rate  ceilings  and  why  that  rationale  is  no  longer  valid  in  current 
circumstances? 

Dr.  Johnson.  The  basic  traditional  rationale — and  also,  I  think, 
economic  rationale — was  formed,  let's  say,  in  the  1800 's,  when 
there  was  very  little  competition  for  the  consumer's  business.  Con- 
sumers were  regarded  as  poor  risks,  and  only  the  most  affluent 
consumers  could  obtain  credit. 

Given  a  noncompetitive  market,  it  made  sense  to  impose  rate 
ceilings  upon  consumers  who  were  in  a  poor  bargaining  position 
relative  to  credit  grantors.  We  have  a  completely  different  situa- 
tion today,  as  Congressman  LaFalce  has  pointed  out.  We  have 
vigorous  competition. 

To  take  as  one  example,  California  has  never,  to  my  knowledge, 
imposed  rate  ceilings  on  bank  credit  cards.  But  even  before  the 
days  of  truth  in  lending,  bank  rate  charges  in  California  were  no 
higher  than  the  rest  of  Die  country. 

Similarly,  a  study  made  when  I  was  on  the  National  Commission 
on  Consumer  Finance  showed  that  the  rates  charged  by  banks  on 
new  car  loans  were  essentially  at  the  same  level  in  States  without 
any  rate  ceiling  at  all,  as  they  were  in  the  rest  of  the  country. 

So  the  differences  between  what  existed  in  our  economy  at  the 
time  usury  laws  were  passed  and  what  exists  now  is  that  we  have 
much  more  vigorous  competition,  fostered  in  part  by  a  bill  this 
Congress  passed,  which  was  the  truth-in-lending  bill. 

Senator  Lugar.  Dr.  Johnson,  both  you  and  the  Federal  Reserve 
Board  believe  the  discount  rate  is  inappropriate  for  indexing  rate 
ceilings  because  it,  as  administered  by  the  Federal  Reserve  Board, 
does  not  necessarily  reflect  the  current  market  rate. 

But  your  statement  goes  further  and  seems  to  imply  that  even  a 
market  rate  index  would  not  be  very  effective,  because  operating 
costs  still  comprise  a  large  portion  of  the  total  costs. 

Could  you  please  explain  further  that  portion  of  your  testimony? 

FIXED  CEILING   RATES 

Dr.  Johnson.  Yes;  there  are  a  lot  of  fixed  costs  in  extending 
credit  which  are  unrelated  to  the  amount  of  credit  extended.  If  I 
make  you  a  $100  loan,  I  have  the  acquisition  costs,  getting  you  on 
the  books;  I  have  monthly  collection  costs,  which  are  fixed,  regard 
less  of  whether  I  am  getting  $5  a  month  from  you  or  $500  a  month 
from  you.  Those  costs,  therefore,  bulk  very  high  as  a  percentage  of 
the  loan  on  small  extensions  of  credit  and  much  lower  on  large 
extensions  of  credit,  as  in  the  case  of  mortgage  credit. 

Consequently,  a  rate  ceiling  that  is  fixed  to  a  money  market  rate, 
such  as  the  Federal  Reserve  discount  rate  or  the  constant  maturity 
S-year  Treasury  bill  rate,  fails  to  take  into  account  that  there  are 
consumers,  less  affluent  consumers,  who  need  small  amounts  of 
credit.  In  those  cases,  the  costs  of  administering  those  loans  for 
those  consumers  are  very  high  as  a  percentage  of  the  loan,  much 
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higher  than  for  large  loans,  and  are  largely  unrelated  to  any  kind 
of  the  money  market  index. 

Consequently,  if  we  are  to  preserve  the  availability  of  credit  to 
consumers  who  need  small  amounts  of  credit,  such  as  a  revolving 
credit,  we  would  do  well  to  avoid  tying  the  rate  ceiling  to  some  sort 
of  money  market  plan. 

Senator  Lugar.  Dr.  Johnson,  during  the  uncertain  economic 
times  in  which  we  are  now  involved,  are  rate  ceilings  more  harm- 
ful to  the  economy  than  during  more  stable  periods? 

Dr.  Johnson.  I  guess  that  depends  on  how  high  the  rate  ceiling 
is.  The  rate  ceiling  at  almost  any  time  is  harmful  to  somebody. 
Somebody  is  being  cut  out  of  the  cash  credit  market. 

Even  if  you  had  a  25-percent  rate  ceiling,  there  are  people  who 
need  credit,  $200,  $300,  $400,  even  in  these  days,  for  at  least  two 
visits  for  the  grocery  store.  And  for  those  people,  a  rate  ceiling  of 
25  percent  is  probably  not  high  enough. 

Senator  Lugar.  Senator  Dixon? 

Senator  Dixon.  Dr.  Johnson,  I'm  certainly,  of  course,  openmind- 
ed  about  this  legislation,  but  I'd  like  to  pursue  philosophically  with 
you  for  a  moment  the  position  you've  taken  here. 

I  come  from  your  neighboring  State  of  Illinois.  When  I  went  to 
the  Illinois  House  in  January  of  1951,  30  years  ago,  our  usury  rate 
for  an  ordinary  loan  was  8  percent.  The  rate  was  correspondingly 
higher  for  what  we  called  in  those  days  a  small  loan  and  for 
revolving  credit  and  things  of  that  character. 

All  through  the  time  I  served  in  the  1950's  in  the  house,  that  was 
no  problem.  By  the  time  I  had  advanced  to  the  Senate  in  1962, 
there  were  beginning  to  be  some  rustlings  about  the  rates,  and  in 
the  middle  1960's  some  attention  was  addressed  to  those  rates  and 
some  small  increases  in  the  rates  were  adopted  in  the  Senate.  By 
the  late  1960's,  it  was  becoming  a  rather  acute  problem  because  we 
were  seeing  some  9-  and  9Vfe-percent  rates. 

In  1970,  I  advanced  to  executive  office  in  the  State,  but  through- 
out the  1970's  that  whole  question  was  highly  volatile  in  Illinois, 
and  the  rates  were  being  continuously  increased,  pegged  at  various 
types  of  outside  rates  to  determine  a  rate  that  floated. 

Just  last  month  in  June — our  session  ends  on  June  30 — the  presi- 
dent of  the  Illinois  State  Senate  of  my  party  was  criticized  pretty 
substantially  for  successfully  passing  legislation  taking  off  the 
rates  altogether.  Some  in  my  party  of  a  more  liberal  persuasion 
than  the  president  thought  that  was  a  dramatic  thing  to  do.  The 
point  is,  they  have  done  that  in  Illinois. 

I  come  to  my  question,  which  is,  with  all  deference  to  my  col- 
league from  Indiana — and  I  have  a  special  regard  for  the  problem 
in  Arkansas  in  view  of  the  fact  that  it's  a  constitutional  one — but 
this  matter  has  been  debated  at  great  length,  sometimes  with 
considerable  heat  in  a  great  many  legislative  bodies  in  a  great 
many  States  of  this  Union. 

You  have  pointed  out  that  California  for  many  years  or  perhaps 
never  had  a  usury  rate.  Illinois  now  has  none.  Our  colleague  from 
the  House  from  New  York  says  that  they  no  longer  have  one. 

So  I  guess  my  question  is,  why  do  we  preempt  a  question  that  so 
many  States  have  addressed  continuously  for  so  many  years? 
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DEREGULATE  RATES  FOR  CREDITORS 

Dr.  Johnson.  I  think  the  question  strikes  at  the  heart  of  this 
problem.  My  answer  basically  would  be,  you  have  deregulated  sav- 
ings rates  on  a  national  basis  or  are  in  the  process  of  doing  that 
That  is  the  basic  source  of  funds  for  creditors.  If  you  allow  that 
rate  to  float  on  a  national  basis,  it  seems  appropriate  to  allow  the 
rates  the  creditors  can  charge  to  seek  the  market  level  on  a  nation- 
al basis,  rather  than  have  the  rate  set  by  a  patchwork  quilt  of  rates 
in  various  States. 

1  am  basically  a  States-righter  myself  and  have  felt  somewhat 
uncomfortable.  I  was  a  strong  supporter  and  very  much  involved  in 
the  Uniform  Consumer  Credit  Code,  which  cannot  be  regarded  as 
one  of  the  most  acceptable  pieces  of  legislation  that  has  been 
presented  to  the  various  States.  Even  though  it  had  not  been 
moved  very  fast,  it  was  something  that  was  before  its  time,  I 
suspect.  But  given  that  record,  I  guess  that  I  am  at  the  point 
where,  having  released  the  rate  ceilings  on  savings  on  a  national 
basis,  it  now  seems  appropriate  to  release  rate  ceilings  on  the 
prices  that  the  people  who  use  those  savings  can  charge  for  credit. 

Now  one  correction:  California  has  a  usury  statute.  They  do  not 
happen  to  have  a  rate  ceiling  on  bank  credit  cards.  They  have  a 
rate  ceiling  on  retail  credit  cards  but  not  bank  credit  cards,  and  it 
is  that  kind  of  patchwork  quilt  that  I  think  S.   1406  addresses. 

Senator  Dixon.  I  don't  want  to  pursue  the  point  unnecessarily, 
because  the  point  is  really  moot  for  my  State.  But  I  would  say  that 
even  in  this  bill  we  recognize  some  States'  rights  on  the  question 
when  we  suggest  that  we  will  preempt  the  field,  but  we  will  permit 
the  States  to  respond  within  a  3-year  period. 

Do  you  find  that  a  satisfactory  response? 

Dr.  Johnson.  If  I  were  sitting  where  you  are,  I  would  feel  that  to 
be  satisfactory.  From  a  strictly  economic  standpoint,  as  I  indicated 
in  the  prepared  testimony,  I  am  a  little  uncomfortable  with  it.  But 
I  do  not  think  States  at  this  point  will  come  back  and  override  the 
Federal  preemption.  I  would  hope  they  wouldn't. 

Senator  Dixon.  I  would  just  finally  wonder,  if  we're  going  to 
exempt  at  all,  why  we  say  we'll  exempt,  but  we  still  want  to  yield 
to  you  your  rights  in  the  field  if  you  think  otherwise  within  the  3- 
year  period  of  time. 

Dr.  Johnson.  I  suggest  there's  some  inconsistency  in  that  posi- 
tion. 

Senator  Dixon.  Given  the  correctness  of  your  thesis — and  I  do 
support  the  thesis;  I  want  you  to  know  that. 

Dr.  Johnson.  Thank  you. 

Senator  Lugar.  Thank  you,  Senator  Dixon. 

Senator  Dodd? 

Senator  Dodd.  Thank  you,  Mr.  Chairman. 

I  should  have  said  at  the  opening,  Mr.  Chairman,  that  I  am 
really  of  an  open  mind  on  this  legislation  as  well.  I  have  some 
questions  for  both  sides  of  the  issue,  and  it's  really  with  that  in 
mind  that  I  pursue  these  questions,  not  because  I'm  committed 
myself  to  a  position  on  either  the  Lugar  bill  or  the  Bumpers  bill  at 
all.  I  want  to  come  out  with  an  answer  that  is  proper. 
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You  were  a  member,  Dr.  Johnson,  as  I  understand  it,  of  the 
National  Commission  on  Consumer  Finance  back  in  1970,  a  Presi- 
dential appointee;  is  that  correct? 

Dr.  Johnson.  Correct.  We  went  out  of  business  in  1972. 

Senator  Dodd.  My  concerns  have  to  do  with  the  market  forces, 
competition,  that  would  exist. 

There  was  a  policy  issued  in  1972  by  the  National  Commission  on 
Consumer  Finance,  and  I  should  have  chapter  and  verse  here  for 
you,  but  let  me  quote  it  to  you  and  then  ask  you  the  question,  if 
you'll  bear  with  me. 

It  says  at  the  conclusion  of  the  rate  ceilings  chapter,  I'm  quoting, 
it  says: 

On  the  basis  of  a  summary  of  the  historical  approach  to  the  establishment  of  rate 
ceilings  and  institutional  knowledge  about  them  the  Commission  must  conclude 
that,  on  balance,  rate  ceilings  are  undesirable  when  markets  are  reasonably  compet- 

The  report  goes  on  to  say: 

Rate  ceilings  in  many  states  restrict  the  supply  of  credit  and  eliminate  cred- 
itworthy borrowers  from  consumer  credit  markets.  *  *  *  But  the  statistical  evidence 
considered  here  indicates  that  competition  cannot  be  relied  upon  at  this  point  in 
time  to  establish  rates  at  reasonably  competitive  levels  in  many  states.  Raising  rate 
ceilings  in  some  areas  where  markets  are  highly  concentrated  would  merely  allow 
suppliers  to  raise  prices,  accept  somewhat  higher  risks,  but  remain  secure  within 
the  legal  or  other  barriers  which  assure  them  that  their  market  power  and  monopo- 
ly profits  will  not  be  diluted.  Clearly,  then,  rate  ceilings  cannot  be  eliminated  until 
workably  competitive  markets  exist. 

That  was  1972;  this  is  1980.  What's  happened  in  8Va  years  that 
causes— by  the  way,  I  should  ask  you  first  of  all,  did  you  agree  with 
that?  You  were  on  the  Commission;  you  may  have  taken  a  dissent- 
ing view. 

Dr.  Johnson.  If  you  will  look  at  the  back  of  that  report,  Senator 
Proxmire  and  I  have  an  interchange  in  which  I  am  arguing  that 
for  the  most  part  we  really  do  not  need  the  rate  ceilings.  At  one 
point,  we  were  talking  of  a  rate  ceiling  target  of  about  42  percent, 
and  at  the  last  minute,  that  came  out  of  the  report.  So  I  guess  I 
was  more  on  the  side  of  favoring  a  freeing  up  of  the  rate  ceilings 
than  some  of  the  other  members  of  the  Commission. 

But  to  answer  your  question  much  more  directly,  I  think  a  lot 
has  happened  in  essentially  10  years  since  those  words  were  writ- 
ten. 

First  of  all,  Congress  has  made  important  steps  in  allowing  other 
people  to  enter  the  field — savings  and  loan  associations;  credit 
union  powers  have  been  expanded;  rate  ceilings  have  been  raised 
for  credit  unions,  allowing  them  entry  into  this  market;  savings 
banks  have  been  permitted  entry  into  the  market.  We  have  had  a 
vast  expansion  in  revolving  credit,  particularly  at  commercial 
banks,  which  has  supplanted  in  many  cases  the  small  loans  made 
by  finance  companies. 

So  the  market  now  generally  across  the  nation  is  workably  com- 
petitive, and  I  do  not  think  that  I  could  point  to  any  State  other 
than  Arkansas  where  I  think  the  market  would  not  work  efficient- 
ly. And  I  think  it  would  work  very  quickly  and  adjust  very  quickly 
even  in  the  State  of  Arkansas.  We  have  no  consumer  finance 
companies,  for  example,  in  Arkansas.  With  the  release  of  i     B 
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ceilings,  I  would  expect  them  to  move  io  very  qmofck  and  provide 
vjgoro  us  competition  to  other  creditor*  is  the  Suae. 

Senator  Dodd.  Let  me  just  quote  from  "the  report  if  the  Inter- 
agency Task  Faroe  an  Thrift  Institutions  They  mid  th«  "limy 
ceilings  could  be  set  at  levels  thai  are  not  hmdrng,  for  patfmm  of 
the  operation  of  competitive  markets,  bin  thai,  would  reduce  the 
occurrence  of  usurious  lending  practices.*" 

EXUET  TO  LEKDEXS   AJSE   ODWBUKEKF 

In  effect,  if  we  adopt  either  bill,  in  a  sense  we're  going  to  be 

Eroviding  some  relief,  obvious)?,  to  lenders.  Why  would  it  not  also 
e  wise  at  least  to  try  and  provide  some  parameter  of  protection  for 
consumers?  If  we  have  seen  a  change  in  tfae  last  f11*  to  9  years 
from  the  position  in  1972,  certainly  that  can  occur  again,  I  anppnae 
we  can  end  up  going  back.  Once  we've  set  a  ptoceas  in  morion, 
shouldn't  we  be  trying  at  least  to  provide  some  outside  limit  protec- 
tion against  what  could  occur  if  competitive  forces  in  the  i—fa*L 
for  whatever  reason,  direipat*-,  itimmWi  or  are  significantly  re- 
duced? 

Dr.  Johnson.  That  is  somewhat  the  approach  that  England  uses. 
They  have  an  upper  limit  of  46  percent,  and  any  contracts  below  48 
percent  are  deemed  prima  facie  evidence  of  a  consckmable  con- 
tract. Anything  over  48  percent  is  prima  fade  evidence  of  a 
unconscionable  contract,  although  rates  as  high  as  80  percent  have 
been  approved  in  court. 

The  other  approach  is  the  Swedish  approach.  The  Swedes  are 
generally  regarded  as  the  most  protectionist  nation  in  the  world,  at 
least  among  industrial  nations,  yet  they  have  no  rate  ceiling  at  all 
And  that  approach  would  be  consistent  with  S.  1406,  which  says  to 
let  the  market  set  the  rates. 

And  when  you  say,  "I  want  an  upper  limit — 50  percent  or  48 
percent,"  I  guess  my  response  is,  well,  why  not  an  upper  limit  on 
prices  for  men's  shirts  or  automobiles  or  tires.  We  have  truth  in 
lending;  that  was  marketed  as  a  law  that  would  permit  consumers 
to  shop  for  credit  And  if  I  recall  Senator  Douglas'  introduction,  it 
was  to  shop  for  credit  just  as  consumers  shop  for  gasoline  and 
potatoes.  And  if  we  think  we  can  shop  effectively  for  potatoes,  why 
can't  we  shop  effectively  for  credit,  given  the  law  that  this  Con- 
gress has  passed  providing  for  truth-in-lending  disclosure? 

Senator  Dodd.  My  time  has  expired. 

Senator  Lijgar.  Dr.  Johnson,  is  not  the  problem  one  that  is 
historical  or  in  a  sense  a  part  of  the  ethos  of  banking,  and  that  is 
that  there  is  a  long-time  feeling,  both  literary  as  well  as  maybe 
actual,  that  interest  is  unearned  income,  that  there  ought  to  be 
some  sort  of  limits  on  this  type  of  income  as  opposed  to  incomes  of 
other  sorts? 

But  even  if  this  is  true,  the  point  that  you  have  made  today  is 
that,  the  Congress  has  eliminated  the  prohibition  on  how  much 
those  who  are  savers  can  attain.  I  suppose,  to  the  one  that  you 
have  mildly  chastised  in  S.  1406,  would  be  a  State  preemption  with 
regard  to  the  amount  of  money  that  could  be  paid  to  people  who 
are  earning  money  from  money  market  funds  or  from  S.  &  L.'s  or 
what  have  you,  that  States  could  come  in  and  say  that  for  the 
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protection  of  whoever  it  is  we  are  protecting,  savers  should  receive 
only  5  percent  or  6  percent? 

In  essence,  the  point  that  you  are  making  is,  if  we  have  deregu- 
lated altogether  the  savings  side  but  not  the  side  that  lenders  can 
charge,  we  have  a  skewed  system  in  such  a  way  that  we  are  almost 
bound  to  run  into  grief. 

8TAGEPRIGHT  PEELING 

I  accept  that  point,  and  in  fact  I  share  your  free  market  ethic.  I 
would  say  the  predicament  the  committee  faces  is  that  there  is  a 
small  stagefright  feeling  on  this  committee,  this  Congress,  and  this 
country.  The  thought  of  proceeding  in  a  purely  free  market  way,  as 
Senator  Dixon  in  his  testimony  or  his  questioning  has  elicited  from 
you,  seems  to  me  to  run  into  the  political  realities  that  there  are 
many  who  would  feel  that  in  the  past  this  has  been  handled  by 
States,  and  some  very  well — the  State  of  Illinois  most  recently. 

And  you  have,  I  think,  gently  said,  "This  is  our  predicament." 
But  is  this  a  fatal  flaw  in  the  bill?  How  strongly  would  you  argue, 
just  to  play  the  devil's  advocate,  that  this  533(c)  clause  flaws  S. 
1406  to  the  point  that  we  really  ought  to  remove  it?  Or  would  you 
have  mercy  and  compassion  upon  the  committee?  How  do  you  sort 
of  balance  these  thoughts? 

Dr.  Johnson.  I  guess  that's  not  my  position  in  the  first  place. 
From  a  political  standpoint,  I  suspect  that  it  is  necessary  to  permit 
States  to  return  to  the  position  that  existed  prior  to  the  Federal 
preemption.  And  I  would  certainly  not  argue  against  that  position, 
given  the  need  to  recognize  States  rights. 

My  only  point  was  to  require  the  States  to  go  all  the  way,  go 
back  to  where  they  were  entirety  before  the  Federal  preemption. 
Don't  permit  the  States  to  cherrypick  and  say,  "We'll  put  finance 
companies  back  under  the  old  rules,  but  let  s  let  the  rest  of  the 
industry  go  ahead  without  any  rate  ceilings." 

I  recognize  your  position  and  would  say,  "Fine,  I  certainly  would 
not  argue  against  allowing  States  to  override  and  return  to  the 
position  that  exists  as  of  1981."  But  I  would  not  want  to  see  the 
States  be  able  to  pick  out  certain  types  of  credit — let's  say  to 
reimpose  a  prohibition  of  an  annual  fee  on  a  bank  credit  card— just 
because  people  who  are  nonrevolvers  are  affluent  and  likely  to 
write  their  legislators,  I  do  not  see  why  they  should  be  protected 
from  paying  an  annual  fee  to  pay  for  the  credit  services  that 
they're  obtaining. 

Senator  Lugar.  Senator  Dodd,  do  you  have  additional  questions? 

Senator  Dodd.  Only — you  were  talking  about  potatoes  and  shirts 
and  other  items.  I  know  probably  more  than  anything  else,  I  guess 
you  would  be  using  those  as  illustrative  examples,  not  to  make  too 
direct  a  comparison  between  the  availability  of  financing  and  the 
availability  of  potatoes  in  the  sense  of  the  economic  implications 
that  are  associated  with  consumer  default  or  the  unavailability  of  a 
consumer  to  buy  a  shirt. 

I'm  wondering  if  you'd  like  to  address  for  1  minute  anyway  what 
the  economic  implications  might  be  with  significant  consumer  de- 
fault, and  has  that  been  a  part  of  your  thinking  in  terms  of  the 
overall  deregulation? 
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Dr.  Johnson.  Let  me  see  if  my  answer  is  responsive.  Senator 
Dodd. 

CONSUMER  PROTECTION 

One  of  the  current  arguments  we  hear  occasionally  for  restric- 
tive rate  ceilings  is  that  they  protect  consumers  from  getting  into 
debt  and  being  hassled  by  creditors  to  repay,  the  agonies  of  phone 
calls  and  the  embarrassment  of  not  being  able  to  repay.  And, 
therefore,  to  protect  those  consumers  who  are  by  implication  not 
bright  enough  to  know  how  much  debt  they  can  carry,  we  elimi- 
nate them  from  the  market  by  restrictive  rate  ceilings. 

There  are  two  answers  to  that.  First  of  all,  you  don't  eliminate 
them  from  the  market;  you  only  eliminate  them  from  the  cash 
credit  market.  Instead,  they  obtain  credit  from  retailers  and  pawn 
shops  and  other  such  sources  of  credit.  (I  do  not  mean  to  put 
retailers  in  the  same  class  as  pawn  shops.)  We  found,  for  example, 
in  the  study  of  Arkansas  that  Arkansas  consumers  had  almost 
exactly  the  same  amount  of  per  capita  debt  as  did  consumers  in 
Illinois.  But  the  per  capita  amount  of  credit  was  very  different  by 
type  of  credit.  They  had  much  less  cash  loan  credit  and  much  more 
retail  credit  in  Arkansas  than  in  Illinois.  So  you  do  not  protect 
consumers  in  the  first  place. 

Second,  it  seems  to  me,  there  is  a  certain  amount  of  arrogance  to 
say  that  because  in  a  given  risk  class,  7  percent  of  those  consumers 
are  going  to  have  trouble  repaying  their  debts,  that  we  ought  to 
deny  credit  to  the  other  93  out  of  100  consumers  because  7  out  of 
100  are  going  to  have  problems.  So  I  do  not  go  along  with  this 
argument  that  to  protect  consumers  from  their  own  misjudgments, 
we  ought  to  have  rate  ceilings  to  cut  them  out  of  the  legal,  cash 
credit  market. 

I'm  not  sure  that's  responsive  to  your  question,  sir. 

Senator  Dodd.  Thank  you. 

Senator  Lugar.  Thank  you,  Senator  Dodd.  Thank  you  very 
much,  Dr.  Johnson. 

Senator  Lugar.  The  Chair  would  like  to  call  now  a  panel  of 
witnesses: 

Mr.  W.  P.  Conners,  executive  vice  president  of  Ford  Motor  Credit 
Co.,  Detroit,  Mich.;  Mr.  Gordon  E.  Gilbert,  senior  vice  president, 
Coachmen  Industries,  Inc.,  Middlebury,  Ind.,  on  behalf  of  the  Rec- 
reation Vehicle  Industry  Association;  Mr.  Wendell  H.  Miller,  presi- 
dent of  Miller  Motor  Corp.,  Binghamton,  N.Y.,  on  behalf  of  the 
National  Automobile  Dealers  Association;  and  Mr.  Hugh  B. 
Chalmers,  president  of  the  Arkansas  Automobile  Dealers  Associ- 
ation, from  West  Memphis,  Ark. 

STATEMENTS  OF  W.  P.  CONNERS,  EXECUTIVE  VICE  PRESI- 
DENT, FORD  MOTOR  CREDIT  CO.;  GORDON  E.  GILBERT, 
SENIOR  VICE  PRESIDENT,  COACHMEN  INDUSTRIES,  INC.,  ON 
BEHALF  OF  THE  RECREATION  VEHICLE  INDUSTRY  ASSOCI- 
ATION; WENDELL  H.  MILLER,  PRESIDENT,  MILLER  MOTOR 
CORP.,  ON  BEHALF  OF  THE  NATIONAL  AUTOMOBILE  DEAL- 
ERS ASSOCIATION;  AND  HUGH  B.  CHALMERS,  PRESIDENT, 
ARKANSAS  AUTOMOBILE  DEALERS  ASSOCIATION 
Senator  Lugar.  Gentlemen,  welcome  to  this  hearing.  I  will  ask 

you  to  give  opening  comments  in  the  order  that  you  have  been 
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introduced.  That  would  mean  Mr.  Conners  first,  Mr.  Gilbert,  Mr. 
Miller,  and  Mr.  Chalmers. 

If  possible,  if  you  could  summarize  your  testimony  in  about  5 
minutes,  that  would  be  helpful.  We  don't  want  to  compress  things 
unduly,  but  all  of  your  statements  will  be  made  a  part  of  the 
record  in  full.  And  those  committee  members  who  are  here — and 
several  who  are  not — have  read  the  statements  and  have  some  idea 
of  the  gist  of  what  you  have  to  say. 

Please,  if  you  will,  highlight  the  important  points.  We  will  lead 
off  with  Mr.  Conners. 

Mr.  Conners.  Thank  you  very  much,  Mr.  Chairman. 

My  name  is  William  P.  Conners.  I  am  executive  vice  president  of 
Ford  Motor  Credit  Co.  I  have  responsibility  for  North  American 
automotive  financing  operations.  I  welcome  the  opportunity  to  tes- 
tify before  this  committee,  and  to  express  the  views  of  Ford  Credit 
on  the  subject  of  financing  rates. 

Ford  Credit,  a  subsidiary  of  Ford  Motor  Co.,  is  a  nationwide 
finance  company,  with  148  automotive  finance  branch  offices  serv- 
ing the  entire  United  States.  Ford  Credit  provides  a  full  range  of 
financing  accommodations  to  Ford  Motor  Co.  dealers  and  their 
customers. 

As  of  May  31,  1981,  Ford  Credit  held  approximately  1.9  million 
consumer  retail  contracts,  with  outstanding  balances  aggregating 
more  than  $9  billion.  Ford  Credit  also  has  about  $3.5  billion  in 
wholesale  inventory  financing  for  over  5,500  dealers,  in  addition  to 
$190  million  of  capital  loans  to  dealers. 

We  welcome  Congress  consideration  of  problems  caused  by  re- 
strictive rate  ceilings.  The  volatility  of  the  last  several  years  in 
finance  rates,  the  uncertainty  and  distress  of  general  economic 
conditions,  and  the  unpredictable  outlook  for  the  future  make  this 
examination  timely  and  necessary.  The  issues  before  this  commit- 
tee are  broader  than  automotive  financing,  because  our  problems 
are  similar  to  those  experienced  throughout  the  entire  finance 
industry. 

The  bills  before  this  committee  would,  in  various  ways,  take 
action  with  respect  to  State  ceilings  on  financing.  These  proposals 
address  the  same  basic  problem  that  Congress  focused  on  last  year, 
in  enacting  title  V  of  the  Depository  Institutions  and  Monetary 
Control  Act  of  1980.  At  that  time,  State  ceilings  on  residential  first 
mortgage  credit  were  preempted.  In  addition,  ceilings  on  agricul- 
tural and  business  credit  were  liberalized  to  the  extent  of  applying 
a  Federal  ceiling  of  5  percentage  points  above  the  Federal  Reserve 
discount  rate,  including  any  surcharge. 

One  purpose  of  last  year's  legislation  was,  of  course,  to  make 
funds  available  for  consumers  to  purchase  homes — an  objective 
spurred  by  a  distressed  housing  market.  The  thrust  of  the  propos- 
als under  consideration  today  is  the  freeing  up  of  credit  for  users 
with  all  needs,  in  addition  to  housing,  by  removal  of  ceilings  for  all 
credit. 

CONSUMER  FINANCING  UNPROFITABLE 

Ford  Credit  strongly  endorses  the  need  for  such  legislation  be- 
cause credit  availability  is  important  to  consumers,  to  the  health  of 
the  auto  industry,  and  to  the  economy  in  general.  Present  id 
forecasted  money  costs  make  consumer  financing  in  low-ra     c 
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tug  States  unprofitable.  Became  of  the  coot  penahaes  iiiwJmd, 
some  finance  iosr Jl-utione  have  virtually  withdrawn  from  auto- 
motive financing  in  these  markets  OnJv  the  finance  subsidiaries  of 
the  automotive  manufacturers,  such  as  Ford  Credit,  nowrtjime  to 
operate  broadly  in  market*  like  Arkansas — which  has  a  rate  ceal- 
iog  of  10  percent — and  onJy  oat  of  the  desire  and  ueaembg  to 
support  our  dealers  and  vehicle  sales  in  that  State. 

Certainly  we  understand  the  concerns  that  led  to  *«raji—*  of 
rate  ceilings.  The  unfortunate  penalty  of  low-rale  cralmgs  in  times 
of  nigh  and  volatile  interest  rates,  however,  is  that  consumers  are 
denied  access  to  credit  because  finance  instituOons  cannot  lend 
money  at  rates  lower  than  their  own  costs. 

Although  the  finance  subsidiaries  of  auto  ffiannfisCtanapi  have 
continued  to  make  automotive  credit  available  under  these  difficult 
circumstances,  their  ability  to  replace  other  credit  aaaronl  is 
limited. 

First,  many  potential  customers  do  not  apply  for  credit  when 
they  perceive  that  it  is  not  available.  Others  will  not  buy  a  car  or 
truck  when  their  bank  or  credit  union  will  not  make  the  loan,  or 
will  do  so  only  on  restrictive  terms. 

Second,  there  is  a  financial  burden  on  the  auto  manufacturers 
when  their  finance  subsidiaries  make  credit  available  below  cost 
This  adds  to  the  already  serious  financial  problems  the  manufac- 
turers are  experiencing  because  of  the  twin  pressures  of  depressed 
sales  and  the  enormous  capital  expenditures  the  industry  faces. 

For  these  reasons.  Ford  Credit  endorses  S.  1406,  the  Credit  De- 
regulation and  Availability  Act  of  1981,  sponsored  by  four  members 
of  this  subcommittee.  This  legislation  would  extend  Federal  pre- 
emption of  State  rate  ceilings  to  all  consumer  financing;  it  would 
continue  the  business  and  agricultural  credit  regulatory  relief;  and 
it  would  eliminate  the  present  $1,000  threshold. 

STATES  COULD  OVERRIDE   FEDERAL  PREEMPTION 

States  would,  however,  retain  the  authority  to  override  the  Fed- 
eral preemption,  provided  they  take  action  within  3  years.  This 
process  is  both  a  clean  slate  and  a  safety  net.  Individual  State 
legislatures  will  have  an  opportunity  to  take  a  careful  look  at  the 
hardships  that  have  been  caused  by  low-rate  ceilings;  they  will  be 
in  a  position  to  determine  anew  whether  there  are  benefits  that 
justify  the  adverse  effects  that  restrictive  rate  ceilings  have  had 
upon  consumers,  business,  and  the  economy. 

Importantly,  S.  1406  would  not  displace  existing  State  licensing, 
supervision,  and  consumer  protection  provisions.  These  areas 
remain  within  the  sole  jurisdiction  of  State  control. 

In  other  words,  S.  1406  clears  the  way  for  market  forces  to 
operate  competitively  with  respect  to  credit  charges  and  availabil- 
ity. These  are  very  uncertain  times,  and  while  any  rate  ceiling  or 
formula  may  make  sense  today,  it  may  not  be  appropriate  tomor- 
row. In  our  volatile  economy,  where  snort-term  interest  rates  can 
rise  as  much  as  5  percentage  points  in  2  months,  as  they  did,  for 
example,  from  March  to  May  of  this  year,  even  frequent  legislative 
adjustments  are  not  able  to  keep  pace  with  these  rapidly  changing 
circumstances.  A  number  of  States  with  low-rate  ceilings  have 
taken  action  to  mitigate  the  serious  impacts  the  ceilings  were 
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having;  nevertheless,  many  of  these  actions  were  in  some  way 
temporary  or  tied  to  formulas  that  may  not  be  realistic  in  the 
future. 

The  facts  are  that  when  rate  ceilings  encumber  the  marketplace, 
everyone  Buffers.  When  the  availability  of  credit  for  consumers  and 
for  business  and  agricultural  purposes  is  curtailed,  the  adverse 
impact  spreads  throughout  the  job  force  and  the  economy.  In  such 
times,  rate  ceilings  become  price  controls  that  are  out  of  harmony 
with  economic  conditions,  and  as  a  result,  become  counterproduc- 
tive. It  is  our  strong  belief  that  normal  healthy  competitive  forces 
at  work  in  the  financing  industry  are  the  best  means  of  attaining 
competitive  rate  structures  that  are  responsive  to  fluctuations  in 
the  economy  and  to  the  need  for  credit  availability  at  reasonable 
prices. 

In  summary,  in  a  time  of  high  money  costs,  when  consumer 
credit  is  particularly  impacted  by  often  inadequate  yields,  Ford 
Credit  is  convinced  that  Federal  relief  from  State  ceilings  is  neces- 
sary, and  in  the  best  interest  of  consumers  and  business  alike. 

We  support  S.  1406  as  providing  an  appropriate  mechanism 
which  preserves  the  States  traditional  regulatory  rights  in  all  other 
ways.  We  think  it  would  be  difficult  to  find  a  formula  for  a  rate 
ceiling  that  would  work  under  volatile  conditions,  which  are  likely 
in  uncertain  economic  times,  and  therefore  recommend  that  the 
process  be  left  to  the  marketplace.  We  urge  prompt  congressional 
approval  of  this  legislation,  in  order  to  eliminate  the  continued 
adverse  impacts  on  consumers,  on  business,  and  on  the  economy  in 
general. 

[The  complete  statement  of  Mr.  Conners  follows:] 


Mr.  Chairman,  my  name  is  William  P.  Conners,  Executive  Vice  President  of  Ford 
Motor  Credit  Company.  I  have  responsibility  for  North  American  Automotive  Fi- 
nancing Operations.  I  welcome  the  opportunity  to  testify  before  this  Committee  and 
to  express  the  views  of  Ford  Credit  on  the  subject  of  financing  rates. 

Ford  Credit,  a  subsidiary  of  Ford  Motor  Company,  is  a  nationwide  finance  compa- 
ny with  148  automotive  finance  branch  offices  serving  the  entire  United  States. 
Ford  Credit  provides  a  full  range  of  financing  accomodations  to  Ford  Motor  Compa- 
ny dealers  and  their  customers.  As  of  May  31,  1981,  Ford  Credit  held  approximately 
1.9  million  consumer  retail  contracts  with  outstanding  balances  aggregating  more 
than  $9  billion.  Ford  Credit  also  has  about  S3. 5  billion  in  whosesale  inventory 
financing  over  5,500  dealers,  in  addition  to  $190  million  of  capital  loans  to  dealers. 

We  welcome  Congress'  consideration  of  problems  caused  by  restrictive  rate  ceil- 
ings. The  volatility  of  the  last  several  years  in  finance  rates,  the  uncertainty  and 
distress  of  general  economic  conditions,  and  the  unpredictable  outlook  for  the  future 
make  this  examination  timely  and  necessary.  The  issues  before  this  Committee  are 
broader  than  automotive  financing  because  our  problems  are  similar  to  those  expe- 
rienced throughout  the  finance  industry. 

The  bills  before  this  Committee  would,  in  various  ways,  take  action  with  respect 
to  state  ceilings  on  financing.  These  proposals  address  the  same  basic  problem  that 
Congress  focused  on  last  year  in  enacting  Title  V  of  the  Depository  Institutions  and 
Monetary  Control  Act  of  1980.  At  that  time,  state  ceilings  on  residential  first 
mortgage  credit  were  preempted.  In  addition,  ceilings  on  agricultural  and  business 
credit  were  liberalized  to  the  extent  of  applying  a  federal  ceiling  of  five  percentage 
points  above  the  Federal  Reserve  discount  rate,  including  any  surcharge. 

One  purpose  of  last  year's  legislation  was,  of  course,  to  make  funds  available  for 
consumers  to  purchase  homes — an  objective  spurred  by  a  distressed  housing  market. 
The  thrust  of  the  proposals  under  consideration  today  is  the  freeing  up  of  credit  for 
users  with  all  needs,  in  addition  to  housing,  by  removal  of  ceilings  for  all  credit. 

Ford  Credit  strongly  endorses  the  need  for  such  legislation  because  credit  avail- 
ability is  important  to  consumers,  to  the  health  of  the  auto  industry,  and  to  the 
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economy  in  general.  Present  and  forecasted  money  costs  make  consumer  financing 
in  low- rate-ceiling  states  unprofitable.  Because  of  ther  cost  penalties  involved,  some 
finance  institutions  have  virtually  withdrawn  from  automotive  financing  in  these 
markets.  Only  the  subsidiaries  of  the  automotive  manufacturers,  such  as  Ford 
Credit,  continue  to  operate  broadly  in  markets  like  Arkansas — which  has  a  rate 
ceiling  of  10  percent — and  only  out  of  the  desire  and  necessity  to  support  our 
dealers  and  vehicle  sales. 

Certainly  we  understand  the  concerns  that  led  to  enactment  of  rate  ceilings.  The 
unfortunate  penalty  of  low  rate  ceilings  in  times  of  high  and  volatile  interest  rates, 
however,  is  that  consumers  are  denied  access  to  credit  because  finance  institutions 
cannot  lend  money  at  rates  lower  than  their  own  costs. 

Although  the  finance  subsidiaries  of  auto  manufacturers  have  continued  to  make 
automotive  credit  available  under  these  difficult  circumstances,  their  ability  to 
replace  other  credit  sources  is  limited.  First,  many  potential  customers  do  not  apply 
for  credit  when  they  perceive  that  it  is  not  available.  Others  will  not  buy  a  car  or 
truck  when  their  bank  or  credit  union  will  not  make  the  loan,  or  will  do  so  only  on 
restrictive  terms.  Second,  there  is  a  financial  burden  on  the  auto  manufacturers 
when  their  finance  subsidiaries  make  credit  available  below  cost.  This  adds  to  the 
already  serious  financial  problems  the  manufacturers  are  experiencing  because  of 
the  twin  pressures  of  depressed  sales  and  the  enormous  capital  expenditures  the 
industry  faces. 

For  these  reasons.  Ford  Credit  endorses  S.  1406,  "The  Credit  Deregulation  and 
Availability  Act  of  1981,"  sponsored  by  four  members  of  this  Subcommittee.  This 
legislation  would  extend  federal  preemption  of  state  rate  ceilings  to  all  consumer 
financing;  it  would  continue  the  business  and  agricultural  credit  relief  and  it  would 
eliminate  the  present  $1,000  threshold.  States  would,  however,  retain  the  authority 
to  override  the  federal  preemption,  provided  they  take  action  within  three  years. 
This  process  is  both  a  clean  slate  and  a  safety  net.  Individual  state  legislatures  will 
have  an  opportunity  to  take  a  careful  look  at  the  hardships  that  have  been  caused 
by  low  rate  ceilings;  they  will  be  in  a  position  to  determine  anew  whether  there  are 
benefits  that  justify  the  adverse  effects  that  restrictive  rate  ceilings  have  had  upon 
consumers,  business  and  the  economy. 

Importantly,  S.  1406  would  not  displace  existing  state  licensing,  supervision,  and 
consumer  protection  provisions.  These  areas  remain  within  the  sole  jurisdiction  of 
state  control. 

In  other  words,  S.  1406  clears  the  way  for  market  forces  to  operate  competitively 
with  respect  to  credit  charges  and  availability.  These  are  very  uncertain  times  and 
while  any  rate  ceiling  or  formula  may  make  sense  today,  it  may  not  be  appropriate 
tomorrow.  In  our  volatile  economy  where  short-term  interest  rates  can  rise  as  much 
as  five  percentage  points  in  two  months  as  they  did,  for  example,  from  March  to 
May  of  this  year,  even  frequent  legislative  adjustments  are  not  able  to  keep  pace 
with  these  rapidly  changing  circumstances.  A  number  of  states  with  low-rate  ceil- 
ings have  taken  action  to  mitigate  the  serious  impacts  the  ceilings  were  having; 
nevertheless,  many  of  these  actions  were  in  some  way  temporary  or  tied  to  foruiuvi 
las  that  may  not  be  realistic  in  the  future. 

The  facts  are  that  when  rate  ceilings  encumber  the  marketplace,  eveyone  suffers. 
When  the  availability  of  credit  for  consumers  and  for  business  and  agricultural 
purposes  is  curtailed,  the  adverse  impact  spreads  throughout  the  job  force  and  the 
economy.  In  such  times,  rate  ceilings  become  price  controls  that  are  out  of  harmony 
with  economic  conditions  and  as  a  result  become  counterproductive.  It  is  our  strong 
belief  that  normal  healthy  competitive  forces  at  work  in  the  financing  industry  are 
the  best  means  of  attaining  competitive  rate  structures  that  are  responsive  to 
fluctuations  in  the  economy  and  to  the  need  for  credit  availability  at  reasonable 

In  summary,  in  a  time  of  high  money  costs  when  consumer  credit  is  particularly 
impacted  by  often  inadequate  yields — Ford  Credit  is  convinced  that  federal  relief 
from  state  rate  ceilings  is  necessary  and  in  the  best  interest  of  consumers  and 
business  alike.  We  support  S.  1406  as  providing  an  appropriate  mechanism  which 
preserves  the  states'  traditional  regulatory  rights  in  all  other  ways.  We  think  it 
would  be  difficult  to  find  a  formula  for  a  rate  ceiling  that  would  work  under  volatile 
conditions  which  are  likely  in  uncertain  economic  times  and  therefore  recommend 
that  the  process  be  left  to  the  marketplace.  We  urge  prompt  congressional  approval 
of  this  legislation  in  order  to  eliminate  the  continued  adverse  impacts  on  consumers, 
business  and  the  economy  in  general. 

Senator  Lugar.  Thank  you  very  much,  Mr.  Conners. 
I  would  like  to  call  now  upon  Mr.  Gilbert. 
Mr.  Gilbert.  Thank  you,  Mr.  Chairman. 


D,g,t,zedbyG00gIe 


My  name  is  Mike  Gilbert,  and  I'm  senior  vice  president  ant  a 
member  of  the  executive  committee  of  Coachmen  Industries,  Inc., 
Middlebury,  Ind. 

Coachmen  manufactures  recreational  vehicles,  boats,  mobile 
homes,  and  accessories  for  these  products.  Our  company  is  a  very 
active  member  of  our  trade  association,  the  Recreation  Vehicle 
Industry  Association,  and  I  am  on  the  RVIA's  Finance  Committee. 

On  behalf  of  my  company  and  the  Recreation  Vehicle  Industry 
Association,  I  want  to  thank  you  for  the  opportunity  to  comment 
on  S.  1406  and  S.  963. 

As  you  suggested,  in  the  interest  of  time,  I'm  going  to  limit  my 
remarks  and  ask  that  my  more  complete  statement,  together  with 
a  policy  position  statement  by  the  American  Recreation  Coalition — 
which  includes  67  industries  that  are  very  much  involved  in  this 
legislation — and  I  also  represent  them  here  today — I  ask  that  that 
be  submitted  for  the  record. 

Senator  Lugar.  Without  objection,  so  ordered. 

Mr.  Gilbert.  I  also  have  separate  statements  from  two  of  the 
members  of  the  recreation  coalition,  the  International  Snowmobile 
Industry,  and  the  Recreational  Vehicle  Dealers  Association,  which 
I  would  like  to  submit. 

Senator  Lugar.  Without  objection,  so  ordered. 

[Complete  statement  of  Mr.  Gilbert  and  the  additional  state- 
ments referred  to  follow:] 

Statkmknt  hy  Gordon  E.  (Mike)  Gilbebt,  Senior  Vice  Pkbsidbnt  and  Member 
or  the  Executive  Committee  of  Coachmen  Industries,  Inc.  Representing 
the  Recreation  Vehicle  Industry  Association 

Hy  name  is  Mike  Gilbert,  and  I  am  Senior  Vice  President  and  a  member  of  the 
executive  committee  of  Coachmen  Industries,  Middlebury,  Indiana. 

Coachmen  manufactures  recreational  vehicles,  boats,  mobile  homes  and  accesso- 
ries for  these  products.  Our  company  is  a  very  active  member  of  our  trade  associ- 
ation, the  Recreation  Vehicle  Industry  Association,  and  I  am  on  the  RVIA's  Finance 
Committee. 

On  behalf  of  my  company  and  the  Recreation  Vehicle  Industry  Association,  I 
want  to  thank  you  for  the  opportunity  to  comment  on  Senate  Bill  1406  and  Senate 
Bill  963. 

In  addition  to  the  recreation  vehicle  industry,  there  are  other  organizations  in  the 
recreational  area  affected  by  this  legislation.  We  are  all  members  of  the  American 
Recreation  Coalition,  a  group  of  trade  associations  and  user  groups  dedicated  to  the 
protection  and  enhancement  of  every  citizen's  right  to  pursue  health  and  happiness 
through  leisure-time  activities. 

The  American  Ski  Federation,  the  International  Snowmobile  Industry  Associ- 
ation, the  Motorcycle  Industry  Council,  the  National  Marine  Manufacturers  Associ- 
ation, the  National  Spa  and  Pool  Institute,  and  the  Recreation  Vehicle  Dealers 
Association  are  among  the  organizations  that  have  expressed  a  high  interest  in  this 
legislation  and  have  been  helpful  in  focusing  attention  on  the  issue  before  us  today. 

A  policy  position  statement  by  the  American  Recreation  Coalition  is  attached  to 
my  comments  and  1  ask  that  it  be  submitted  for  the  record. 

The  members  of  the  Coalition,  my  company,  and  the  Recreation  Vehicle  Industry 
Association  wish  to  recognize  and  applaud  the  efforts  of  the  Senators  from  Arkan- 
sas, Senator  Bumpers  and  Senator  Pryor,  whose  measure,  S.  963,  is  also  being 
considered  here  today.  Their  efforts  are  appreciated  in  view  of  the  unique  status  of 
their  state  regarding  availability  of  credit,  but  the  problem  extends  to  many  other 
states,  and  we  feel  that  S.  1406  will  address  their  particular  problem  and  also 
alleviate  the  problem  of  credit  availability  on  a  national  scale. 

My  main  purpose  here  today  is  to  let  you  know  how  the  non-availability  of 
consumer  credit  affects  Coachmen  Industries  and  its  dealers,  and  other  manufactur- 
er and  supplier  members  of  the  Recreation  Vehicle  Industry  Association.  To  use  a 
comic  strip  analogy,  our  industry  has  been  hit  with  a  real  "triple  whammy."  The 
first  whammy  was  the  national  fear  about  interruption  of  our  oil  supplies  and  the 
proposed  plan  for  rationing  gasoline  and  weekend  closings  which  accompanied  the 
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situation.  The  second,  closely  related  problei) 

fuel.   The  third   and   perhaps  our  moat   tm_ r „.   ... 

squeeze  between  riling  interest  rates  and  state  usury  law  ceilings  piled  onto  the 
problems  of  the  general  economy  This  translates  into  an  extremely  difficult  financ- 
ing problem  for  potential  recreation  vehicle  buyers  all  over  the  country. 

Here  is  how  we've  been  affected  at  Coachmen  Industries.  In  1978,  a  good  year. 
Coachmen  provided  employment  for  4,800  people— currently  we  have  2,800  employ- 
ees; sates  volume  in  1978  was  $305  million,  while  last  year  it  was  1125  million.  Our 
present  sales  level  of  $100  million  in  the  first  six  months  of  this  year— $200  million 
annualized,  includes  greater  market  share  plus  diversification  efforts  .  .  .  but  we 
are  still  well  below  1978  levels. 

These  figures  are  mirrored  by  most  other  recreation  Vehicle  Industry  Association 
manufacturers  and  suppliers.  Despite  belt-tightening  and  aggressive  marketing, 
most   recreation   vehicle   manufacturers   feel   frustrated   in   attempting  to  market 

Sroducts  in  the  face  of  state  interest  rate  ceilings  below  money  market  rates,  thus 
rastically  reducing  consumer  availability  financing.  These  frustrations  and  the 
earnings  impact  have  led  to  the  liquidation  of  a  number  of  manufacturers  in  our 
industry. 

But  possibly  even  more  hard  hit  than  manufacturers,  are  the  franchised  dealers 
distributing  our  products  .  .  .  thousands  of  small  business  firms  across  the  country. 
As  an  example.  Coachmen  RV,  our  largest  division,  had  448  dealers  at  the  end  of 
1978.  At  present.  Coachmen  RV  has  290  dealers,  a  35-percent  decline.  Even  more 
alarming,  during  this  timeframe.  Coachmen  RV  added  160  new  dealers,  so  there  has 
been  a  70-percent  turnover  of  our  dealers  since  1978. 

On  a  national  basis,  the  Recreation  Vehicle  Dealers  Association  estimates  that 
the  failure  rate  among  dealers  has  been  47  to  50  percent.  This  has  meant  the 
permanent  loss  of  hundereds  of  small  businesses  and  thousands  of  jobs. 

RV  buyers  have  a  strong  credit  profile.  They  consistently  have  had  low  delinquen- 
cy and  good  repayment  records  as  recorded  by  the  American  Bankers  Association. 

This  good  record  continues,  despite  the  economic  recession,  as  evidenced  by  the 
fourth  quarter  1980  reports  of  Bank  Delinquency  Rates  for  Installment  Loans.  RV 
loans  were  second  with  only  2  percent  delinquency,  compared  to  the  average  bank 
loan  of  2.59  percent. 

We've  never  had  co.„, 

months  of  sky-rocketing  money  casts.  Now  o 
experiencing  rejection  ...  not  for  credit  rei 
longer  making  this  type  of  loan  ...  or  mon 
RV  for  a  customer  with  an  existing  bank  reli ,■■ 

The  actual  reason  for  the  rejection  or  tightening  is  that  at  the  c 
rates,  the  banks  or  finance  companies  can't  make  a  profit  in  view  of  their  money 
costs. 

To  a  small  business,  the  loss  of  one  or  two  or  more  sales  a  week,  due  to  this  credit 
non-availability,  is  the  difference  between  profit  and  loss  .  .  .  between  keeping 
afloat  or  going  out  of  business. 

The  consumer,  too,  has  been  affected. 

The  origin  of  the  usury  statutes  was  to  protect  the  consumer.  The  volatile  interest 
rates  of  the  past  several  years  may  have  made  these  laws  work  against  the  consum- 
er. 

First,  they  dictate  the  choice  of  a  product  or  service  by  denying  credit  to  other- 
wise qualified  customers,  rather  than  letting  the  customer  himself  decide  whether 
or  not  the  rates  are  too  high. 

Second,  in  many  cases,  our  dealers  are  required  to  pay  points  to  the  lender  to 
subsidize  the  State  controlled  rate.  The  dealers  increase  their  price  structure  to 
cover  the  cost  of  the  points,  thus  raising  prices  across  the  board  and  causing  the 
cash  buyer  to  pay  more. 

Third,  with  the  varying  State  rates,  inequitable  competitive  situations  in  markets 
close  to  State  borders  have  developed  ...  a  customer  travels  across  the  river  or 
State  line  for  a  better  price  or  easier  financing  simply  because  of  State  statutes 
involved.  This  seems  discriminatory. 

Fourth,  the  decline  of  dealerships  as  evidenced  by  the  Coachmen  RV  Division 
example,  means  inconvenience  for  warranty  service  with  the  consumer  having  to 
travel  many  more  miles  to  obtain  service  than  he  had  anticipated. 

As  I  said,  Coachmen  and  the  other  RV  manufacturers  have  faced  a  real  triple 
whammy  being  sensitive  to  energy  availability,  energy  costs,  and  the  economy. 

We're  working  through  the  energy  situation  with  better  aerodynamics,  lighter 
components,  increased  use  of  diesels,  and  advanced  engineering  for  products  com- 
patible with  today's  smaller  cars.  Our  customers,  too,  are  quickly  adapting  to  the 
energy  situation  and  have  found  the  delights  of  outings  closer  to  home. 
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But,  the  sensitivity  to  the  non-availability  of  credit  continues,  and  we  fell  helpless. 
As  businessmen,  we  can't  effectively  change  the  statutes  of  each  State  with  unreal- 
istic consumer  credit  ceilings. 

Senate  Bill  1406,  introduced  by  Senator  Lugar.  is  a  fair  and  equitable  solution  to 
our  problems,  and  we  wholeheartedly  support  its  passage.  The  bill  follows  the 
precedent  of  removing  rate  ceilings  and  emphasizes  a  free  market  philosophy  to 
which  our  members  heartily  subscribe.  Perhaps  the  most  compelling  reason  to  pass 
this  legislation  is  that  it  reestablishes  freedom  of  choice  for  the  American  consumer 
and  the  American  businessman. 
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American  Recreation  Coaftion 


credit    tupplies    and    control*    it    at   fallout: 

Americans   testify   to   the   importance  of   recreation  and 
leisure   time   pursuits    in   their    lives    through    their   annual   expend- 
iture of  more  than   $200,000, 000, 000  on  these  pursuits.      Many  of 
the  expenditures   are   for  recreational   items  or  services  of   sub- 
stantial  cost   for  which   consumers   seek   to  pay  on   an  extended 
basis.      Such  purchases   include  air  vacation   fares   and   cruises 
as  well   as   pools,   boats,    RV's,    snowmobiles   and   other  consumer 
durable  goods. 

Because  of   the  essential   role   played  by  recreation  in   today's 
fast-paced  world,    the  availability  of   financing   for   recreation  I 

and   recreation-related  expenses   is  of  great  importance.      Die 
American   Recreation  Coalition   therefore   supports  public  and  private 
actions   which   facilitate  the   availability  of  consumer   financing 
for   recreation  purposes. 

In  recent  years,    the   supply  of   consumer  credit  has   been 
reduced  and   its   cost   increased  by  massive   levels   of   federal   govern- 
ment borrowing,   made   necessary  by  continuing   large  government 
budget   deficits.      The  American   Recreation  Coalition  believes   that 
this  borrowing  —   in  direct  competition  with  American  taxpayers' 
own  credit  needs   —  must  be   restrained.      To  do  so,    the   federal 
budget  must  be   reduced   and   a  balance  must  be  achieved  between 
federal  revenues  and  expenditures. 

The  availability   of  consumer  credit  has  also  been   jeopardized 
by  state   usury   laws  which   impose  unrealistic   limits  on   interest 
rates   for  consumer  borrowing.      While  designed   to  protect  consun 
these   laws  have  Droven   to  be   too   inflexible  and   have   actually 
worked  against  consumers'    interests.      The  American  Recreation 
Coalition   therefore  supports   laws  at  the   federal   and   state   levt 
which  provide   reasonable,    flexible  and   competitive  limits  on  ct 
sumer   credit  costs. 


ADOPTED  MARCH    19,    1981 


14050  Lea  Road  •  Chantllly.  Virginia  22021   •  (703)  908-7728 
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TESTIMONY  ON  S.  1406  BEFORE  THE 

FINANCIAL  INSTITUTIONS  SUBCOMMITTEE 

U.S.  SENATE  COMMITTEE  ON  BANKING,  HOUSING  AND  URBAN  AFFAIRS 

BY  THE  INTERNATIONAL  SNOWMOBILE  INDUSTRY  ASSOCIATION 

JULY  9,  1981 

The    International   Snowmobile   Industry  Association   is   the   repre- 
sentative of   manufacturers   of   snowmobiles   throughout   the  world,    plus 
manufacturers  of   key   components   used   in   the   production  of   snowmo- 
biles.     Currently   there   are   an  estimated   1.8  million   snowmobiles   in 
operation   in   the  United   States,    used   by   an  estimated   12,000,000 
Americans   primarily    for   recreation.    However,    these  vehicles   are   also 
actively  used   for  many   utilitarian  purposes   as  well,    from  rescue 
work    to   feeding   livestock  on   farms    in   snow  conditions.      New   snowmo- 
biles  today   range    in  cost   from  51,000   to  more   than   $4,000,    and   are 
sold   by  a  network   of   some   5,000  dealers. 

Last  season,  sales  of  new  snowmobiles  in  the  United  States  de- 
clined sharply  because  of  poor  snow  cover  and  poor  economic  condi- 
tions.     The  drop  was   43»   from   the   level  of   197B-1979. 

Obviously,   consumer   lending   rate   limitations   were   not   the   pri- 
mary  cause   for   this   drop;   without   snow,   opportunities   for   snowmobile 
usage  are   limited.      However,   both   during   the   1979-80  and   1980-81 
selling   seasons,   our    industry's   dealers   experienced   very   real 
roadblocks   to   financing   new  snowmobiles   in   specific   markets, 
difficulties   which   proved   costly   to   a   seasonal    industry   such   aa 
ours.      The   difficulties   included   outright   inaccessibility  of   loans 
from   traditional   sources   caused   by   state   limits  on   lending   rates   and 
overall   tightness   in   consumer   lending. 

In   several    instances,    problems   experienced   by  potential   buyers 
of   new   snowmobiles    forced   ISIA  member   companies   to  develop  special 
snowmobile    financing    packages    involving    loan    rate    buy-downs, 
recourse   provisions   and  other   programs.      Obviously   all   of   these 
efforts   cost   money   and   this  cost  will   ultimately   be   recovered   from 
the    consumer.    Although    we   are    unable    to   document    the   conclusion    that 
this   indirect   cost   will   ultimately   be   higher   to  our   customers,   we 
believe   it  may  well   be. 
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S.    1406  can  be  helpful   to  American  consumers.      It  offers  a 
mechanism   for   expediently  and  efficiently   removing   unrealistic 
limits  on  consumer   loans  enacted  by  state   governments  during   a   far 
different   financial   climate.      It  also  eliminates   the  requirement   fo 
unnecessarily   complex  and  costly  mechanisms   which   have   been  devel- 
oped  to  overcome   these   limitations   by   lenders,    sellers   and  others. 
Me   are  pleased   to  endorse   the  position  taken  by   the  Recreation 
Vehicle  Industry  Association   (RVIA)   and   the   position  of   the  Americai 
Recreation  Coalition  on  consumer  credit   supplies   and  controls,    a 
copy  of   which   is   attached. 
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WRITTEN  COMMENTS 

OH 

CREDIT  DEREGULATION  AND  AVAILABILITY  ACT 

OF  1981  (S-1406) 


RECREATION  VEHICLE  DEALERS  ASSOCIATION 
OF 
NORTH  AMERICA 

The  Recreation  Vehicle  Dealers  Association  of  North 
America  (RVDA)  1s  composed  of  dealer  members  who  sell  at 
retail  recreation  vehicles,  namely,  travel  trailers,  motor- 
hows,  pick-up  campers  and  folding  trailers.  These  vehicles 
commonly  know  as  RVs  or  Family  Camping  vehicles  are  all 
licensed  for  highway  travel  and  provide  temporary  living 
shelter  when  in  use. 

During  1979  and  I960  It  1s  estimated  some  2,000  RV 
dealerships  either  voluntarily  or  involuntarily  closed 
their  doors.  This  represents  about  451  or  more  of  the  known 
RV  dealer  base.  While  much  of  this  loss  can  be  attributed 
to  discriminatory  actions  of  the  government  through  the 
Department  of  Energy,   the  extreme  vacillation  of  interest 
rates  also  was  involved.  This  was  particularly  true  with 
the  availability  of  retail   financing. 

Family  camping  does  not  appeal  to  everyone  but  for 
■any  who  enjoy  the  outdoors  It  becomes  an  economical  way 
to  travel,  particularly  for  households  with  children.  The 
RV  product  line  includes  vehicles  priced  from  about  $2,700 
to  over  1100,000  and  incorporating  living  amenities  from 
spartan  to  luxurious.  Some  multi-year  financing  1s  a  necesslt 
for  many  purchasers  just  like  an  automobile,  a  boat  or  a 
snail   cottage  Or  cabin. 

The  economy  of  the  United  States  is  going  through 
some  trying  times  as  various  efforts  to  combat  inflation 
are  used,  particularly  the  actions  of  the  Federal   Reserve 
Board  and  the  availability  of  money.  RVDA  1s  not  large 
enough  to  have  Its  own  economist  and  its  members  would 
probably  question  the  projections  of  that  person  just  like 
all  of  the  others  who  try  to  make  some  sense  out  of  a  very 
complicated  financial  morass.   The  actions  of  the  Federal 
Reserve  are  necessary  and  laudable  but  have  resulted  1n 
sharper  Interest  rate  variations  that  this  country  has 
ever  experienced.  All  of  this  has  created  uncertainty  as 
to  any  financing  beyond  one  year. 


3,0,i,zeab,GOOglC 


140 

This  concern  for  what  will   happen  In  two  years,  three 
years  or  more  has  been  compounded  by  the  many  state  restraints 
on  allowable  Interest  rates.  Originally  enacted  to  theoretically 
protect  the  consumer,  these  usury  ceilings  have  instead  prevented 
many  qualified  would-be  purchasers  from  buying  simply  because 
financing  was  not  available.  The  financial  changes  in  the 
past  two  years  have  been  too  rapid  and  too  extreme  for  many 
of  the  states  to  make  corresponding  changes  tn  their  laws. 
This  unavailability  of  financing  comes  in  spite  of  the  fact 
that  RV  purchasers  have  consistently  maintained  the  second. 
third  or  fourth  best  record  of  performance  among  the  ten 
areas  of  Installment  lending  which  the  American  Banking 
Association  follows  regarding  delinquencies. 

The  Recreational  Vehicle  industry  and  particularly 
the  RV  dealer  portion  can  ill  afford  any  additional  burdens 
at  this  time.   Unfortunately  the  small  businesses  already 
gone  cannot  be  brought  back.   Further  losses  should  not 
be  countenanced  for  other  than  poor  individual  business 
decisions.   Since  the  economy  Is  undergoing  many  changes 
and  since  it  is  expected  there  will  be  uncertainties  involved 
for  the  next  few  years  as  hopefully  the  spectre  of  Inflation 
diminishes,  RVDA  supports  S-1406  as  a  means  of  bringing 
some  stability  at  this  time  to  the  availability  of  financing. 

Mr.  Gilbert.  My  company,  Coachmen  Industries,  and  the  other 
manufacturers  and  supplier  members  of  RVIA  have  been  hit  by  a 
real  triple  whammy.  First,  the  national  fear  of  the  interruption  of 
oil  supplies,  the  projected  gasoline  shortages,  weekend  closings,  et 
cetera.  Second,  the  increasing  price  of  motor  fuel.  Now  piled  onto 
the  problems  of  the  general  economy,  we  have  the  squeeze  between 
rising  interest  rates  and  the  State  usury  ceilings. 

DIFFICULT  FINANCING   PROBLEMS 

This  translates  into  nonavailability  of  consumer  credit,  and  ex- 
tremely difficult  financing  problems  for  potential  recreational  vehi- 
cle buyers  all  over  the  country. 

Here's  how  we've  been  affected  at  Coachmen.  In  1978,  we  had 
4,800  employees;  now,  2,800.  Sales  volume  in  1978  was  $305  million; 
last  year,  $125  million.  This  year,  due  to  diversification  and  a 
greater  market  share,  we  had  $100  million  in  the  first  6  months, 
but  that's  still  well  below  1978. 

Other  manufacturers  have  had  similar  experiences,  and  many 
have  liquidated.  The  franchise  dealers  distributing  our  products 
may  have  been  even  more  hard  hit.  As  an  example,  Coachmen  RV, 
our  largest  division,  had  448  dealers  at  the  end  of  1978;  now,  290 — 
down  35  percent. 

Even  more  concerning  has  been  a  70-precent  dealer  turnover  in 
this  division  since  1978.  On  a  national  basis,  47  to  50  percent  of  the 
RV  dealers  have  failed  or  liquidated,  according  to  the  RV  Dealers 
Association. 

RV  buyers  have  a  good  credit  profile,  with  low  delinquency  and 
good  repayment  records,  according  to  the  American  Bankers  Asso- 
ciation. This  good  record  continues,  despite  the  recession.  RV  loans 
had  the  second  lowest  delinquency  record  among  all  consumer 
loan  categories  in  the  fourth  quarter  1930  ABA  report. 
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There  have  never  been  complaints  of  retail  financing  availability 
until  the  past  18  months  of  skyrocketing  money  costs.  Now,  dealers 
all  across  the  country  are  experiencing  rejections — not  for  credit, 
but  because  banks  are  no  longer  making  these  loans,  or  are  limit- 
ing the  type  of  loan  to  existing  customers.  They  are  tightening, 
simply  because  of  unprofitability  to  the  bank,  at  the  rates  that  can 
be  charged. 

To  a  small  business,  the  loss  of  one,  two,  or  more  sales  a  week, 
due  to  this  credit  nonavailability,  is  the  difference  between  profit 
and  loss,  between  keeping  afloat  or  going  out  of  business. 

The  volatile  interest  rates  of  the  past  several  years  seem  to  make 
the  usury  statutes  work  against,  instead  of  for,  the  consumer.  They 
dictate  the  choice  of  a  product  by  denying  credit  to  otherwise 
qualified  customers,  rather  than  letting  the  customer  decide  wheth- 
er or  not  the  rates  are  too  high. 

Dealers  pay  points  to  lenders,  to  subsidize  the  State-controlled 
rates,  increasing  prices  across  the  board,  to  cover  the  cost  of  points. 
So,  cash  buyers  pay  more.  Inequitable  competitive  situations  spring 
up  in  communities  near  State  lines,  due  to  the  different  State  laws, 
which  seems  discriminatory.  Dealership  decline  and  turnover 
causes  customers  warranty  service  inconvenience. 

We  are  adapting  to  the  energy  situation  with  product  changes,  to 
light-weight,  fuel-efficient  products.  Our  customers  are  adapting  to 
the  energy  situation  with  the  delights  of  outings  closer  to  home. 
Sensitivity  of  nonavailability  of  credit  continues,  and  as  business- 
men, we  feel  helpless.  We  can't  effectively  change  the  States'  stat- 
utes. 

Senate  bill  1406,  introduced  by  you,  Mr.  Chairman,  is  a  fair  and 
equitable  solution  to  our  problems,  and  we  wholeheartedly  support 
its  passage.  The  bill  follows  a  precedence  of  removing  rate  ceilings, 
and  emphasizes  a  free  market  philosophy  to  which  our  members 
subscribe. 

Perhaps  the  most  compelling  reason  to  pass  this  legislation  is 
that  it  reestablishes  the  freedom  of  choice  for  the  American  con- 
sumer and  the  American  businessman. 

That  concludes  my  formal  comments. 

Senator  Lugar.  Thank  you  very  much,  Mr.  Gilbert. 

The  Chair  would  now  like  to  call  upon  Mr.  Miller. 

Mr.  Miller.  Thank  you,  Mr.  Chairman. 

My  name  is  Wendell  Miller  and  I  am  a  Lincoln-Mercury,  Dodge, 
and  Honda  dealer  from  Binghamton,  N.Y.,  and  president  of  our 
National  Automobile  Dealers  Association,  NADA.  I  speak  for  the 
over  20,000  new  car  and  truck  dealers,  both  domestic  and  import, 
in  our  association.  We  welcome  the  opportunity  to  be  here  and 
testify  on  S.  1406,  the  Credit  Deregulation  and  Availability  Act  of 
1981,  and  S.  963,  which  is  so  important  to  our  dealers  in  Arkansas. 
The  concern  that  you  and  the  other  members  of  this  committee 
have  expressed  over  the  issue  of  high  interest  rates  and  the  com- 
pounding problem  of  State  usury  statutes  is  certainly  appreciated 
by  the  entire  dealer  body. 

Mr.  Chairman,  this  is  the  third  time  since  January  that  we  have 
testified  before  members  of  the  Banking  Committee  on  high  inter- 
est rates  and  related  problems.  We  hope  this  hearing  will  be  the 
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beginning  of  the  elimination  of  one  of  these  problems,  outdated 
State  usury  laws. 

The  problems  of  the  automobile  industry  are  well  documented, 
and  I  won't  go  into  a  detailed  review  right  now.  Bat  2,000  dealers 
have  closed  their  doors  in  the  past  18  months,  and  approximately 
125,000  of  their  employees  are  out  of  work. 

INDUSTRY   FACES   UNPRECEDENTED   FINANCIAL  CRISIS 

Our  domestic  industry  continues  to  face  an  unprecedented  finan- 
cial crisis.  There  are  a  number  of  reasons  behind  the  recent  decline 
of  our  industry,  but  the  major  contributing  factor,  dwarfing  all 
others,  is  high  interest  rates.  During  periods  when  interest  rates 
reach  exorbitant  levels,  dealers  are  burdened  with  high  Rnanring 
costs  at  precisely  the  time  when  customer  sales  are  stagnating.  It's 
this  combination  of  high  overhead  costs  and  low  retail  sales  that 
leads  to  bankruptcy. 

Compounding  the  high  interest  rate  problem  is  the  problem  of 
the  State  usury  laws.  Those  consumers  who  desire  credit  and  can 
afford  higher  rates  simply  cannot  get  credit  in  States  where  the 
usury  limits  fall  well  below  the  prime  rate. 

During  times  of  high  interest,  financial  institutions  which  are 
restricted  by  State  usury  ceilings  either  reduce  significantly  or  stop 
the  financing  of  high-ticket  consumer  items,  such  as  automobiles. 
The  American  BankerB  Association,  in  testimony  before  a  House 
subcommittee,  stated  that  "automobile  dealers,  despite  aggressive 
marketing,  were  frustrated  in  their  attempts  to  reduce  high  inven- 
tories, due  partially  to  the  inability  of  consumers  to  obtain  auto- 
mobile loans." 

Moreover,  in  certain  instances,  banks  agreed  to  floorplan  inven- 
tory in  anticipation  of  receiving  the  dealer's  retail  business.  If 
hanks  no  longer  intend  to  finance  consumer  contracts,  the  incen- 
tive to  engage  in  wholesale  financing  is  also  removed. 

Traditionally,  the  dealer's  main  financing  source  handled  the 
wholesale  financing,  the  financing  of  wholesale  inventory,  to  get 
the  retail  business.  In  the  past  2  years,  it's  been  just  the  opposite. 
Banks  and  our  captive  finance  industries  are,  in  effect,  giving  the 
retail  business  to  get  the  wholesale  business. 

In  an  article  entitled  "Rising  Prime  Rate  Plus  State  Usury  Ceil- 
ings Put  a  Kink  in  Car  Industry's  Recovery  Outlook,"  which  ap- 
peared in  the  Wall  Street  Journal,  an  analyst  at  A.  G.  Becker,  Inc., 
estimated  "that  a  prime  rate  of  18%  percent  makes  personal  auto 
loans  'unattractive  to  banks,  because  of  usury  laws  limitations  in 
36  States.  Those  States  accounted  for  about  60  percent  of  all  auto 
sales  last  year."  While  several  States  have  since  revised  upward 
their  usury  limits,  25  States  still  have  interest  rate  ceilings  on 
automobile  credit  of  18  percent  or  less. 

NADA  estimates  that  approximately  30  percent  of  all  consumer 
retail  finance  contracts  are  being  turned  down  by  financial  institu- 
tions. This  is  a  pretty  consistent  figure  over  the  fast  2  or  3  years.  A 
reference  to  a  50-percent  turndown  rate  was  mentioned  by  Senator 
Bumpers  this  morning.  Actually  this  was  situation  which  has  exist- 
ed, but  it  was  for  a  short  period,  when  the  prime  was  at  a  peak 
level. 
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In  most  cases,  the  inability  of  a  bank  to  charge  the  going  rate, 
and  not  the  creditworthiness  of  the  individual,  has  resulted  in  a 
refusal  to  extend  credit. 

COMMERCIAL   BANKS   LEAVING   AUTO   FINANCING   BUSINESS 

As  commercial  banks  have  gotten  out  of  the  auto  financing  busi- 
ness, the  finance  companies  of  the  domestic  auto  manufacturers, 
which  we  refer  to  as  captive  finance  companies,  have  had  to  take 
up  the  slack.  The  shift  in  the  issuance  of  automobile  paper  from 
commercial  banks  to  the  finance  companies  is  significant,  as  dem- 
onstrated by  the  attached  table  to  the  report  which  I  have  submit- 
ted. 

Table  I  simply  shows  the  percentage  of  automobile  paper  exten- 
sions by  the  type  of  lender  for  the  decade  of  the  1970's.  The  decade 
average  indicates  that  approximately  60  percent  of  the  consumer 
contracts  for  automobiles  purchased  were  issued,  either  directly  or 
indirectly,  by  commerical  banks.  By  contrast,  finance  companies 
accounted  for  about  20  percent  of  total  automobile  contracts. 

If  you  turn  to  table  II,  we  find  commercial  banks  in  1980  issued 
an  average  of  12  percent  less  automobile  paper  than  in  the  1970's, 
with  the  finance  companies  picking  up  the  difference.  But  even 
more  disturbing,  the  first  month  of  this  year  witnessed  a  decline  in 
auto  extensions  by  banks  to  a  mere  36  percent  of  the  total  number 
of  contracts  issued. 

In  the  1970's,  the  banks  were  60  percent  and  the  finance  compa- 
nies 20.  It's  now  reversed,  and  for  the  first  month  the  finance 
companies  are  handling  a  higher  percentage  of  the  automobile 
paper  than  the  banks  are. 

The  liability  for  dealers  when  banks  terminate  consumer  financ- 
ing of  automobiles  is  threefold: 

First,  the  dealer  could  find  himself  without  any  source  of  financ- 
ing if  he  does  not  have  a  captive  finance  corporation  to  turn  to — 
General  Motors  Acceptance,  Chrysler  Credit,  Ford  Motor  Credit. 

Second,  even  if  a  captive  finance  corporation  is  available,  there 
are  limits  on  that  corporation's  ability  to  finance  the  ever-increas- 
ing number  of  contracts  being  presented  to  them. 

And  third,  the  competitive  atmosphere  between  the  traditional 
providers  of  automobile  financing  is  diluted  significantly.  By  re- 
moving usury  ceilings  for  consumer  credit,  NADA  believes  competi- 
tion would  again  return  to  the  marketplace,  benefiting  both  dealers 
and  their  customers. 

The  most  graphic  example,  of  course,  of  the  adversity  caused  by 
outdated  usury  laws  occurs  in  Arkansas.  Arkansas  dealers  are 
present,  and  I  will  defer  to  them  for  an  explanation  of  specific 
problems  they  have  experienced. 

It's  important,  however,  to  note  that  the  problems  experienced  in 
Arkansas  are  not  limited  to  Arkansas.  And  it  is  for  this  reason 
that  NADA  strongly  supports  the  efforts  of  your  bill,  Senator,  in  S. 
1406. 

The  Congress  established  a  precedent  for  preempting  State  usury 
laws  in  the  Depository  Institutions  Deregulation  and  Monetary 
Control  Act  of  1980.  In  that  act,  State  usury  ceilings  were  preempt- 
ed for  business  and  agricultural  loans.  NADA  believes  Congress 
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must  now  address  the  usury  question  and  preempt  State  usury 
ceilings  for  consumer  credit,  as  called  for  in  S.  1406. 

A  deregulation  of  credit  limits,  as  outlined  in  S.  1406,  should 
provide  more  competition  among  the  various  lending  institutions 
and  encourage  those  traditional  providers  of  automobile  and  truck 
loans  to  return  to  the  marketplace  in  those  areas  where  they  have 
been  forced  to  leave. 

With  respect  to  S.  963,  NADA  recognizes  the  unique  political 
situation  in  Arkansas  and  applauds  Senators  Bumpers  and  Pryor 
for  trying  to  help  mitigMt*  a  truly  desperate  situation  there.  Never- 
theless, this  is  a  nationwide  problem  and  calls  for  a  nationwide 
solution,  as  incorporated  in  S.  1406. 

Mr.  Chairman,  the  preemption  of  State  usury  laws  is  not  a  total 
panacea  for  our  industry.  But  it  is  a  major  action  which  will  have  a 
positive  impact  on  all  automobile  and  truck  sales. 

We  appreciate  this  opportunity  to  testify  before  you,  and  we'd  be 
happy  to  answer  any  questions.  Thank  you. 

[Complete  statement  follows:] 
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STATEMENT  OF 

WENDELL  H-  MILLER.  PRESIDENT 

NATIONAL  AUTOMOBILE  DEALERS  ASSOCIATION 

Mr.  Chairman,  my  name  is  Wendell  H.  Miller  and  t  am  a  Lincoln- Mercury, 
Dodge  and  Honda  dealer  from  Binghamton,  New  York  and  President  or  the 
National  Automobile  Dealers  Association  (NADA). 

On  behalf  of  the  approximately  20,000  new  car  and  truck  dealer  members 
of  NADA.  i  sincerely  welcome  the  opportunity  to  testify  before  your  Subcom- 
mittee on  S.  1406,  the  "Credit  Deregulation  and  Availability  Act  of  1981,"  and 
S.  963.  The  concern  that  you  and  other  members  of  the  Committee  have 
expressed  over  the  issue  of  high  interest  rates  and  the  compounding  problem  of 
state  usury  statutes  is  appreciated  by  the  entire  dealer  body. 

Mr.  Chairman,  this  is  the  third  time  since  January  that  NADA  has  testified 
before  members  of  the  Banking  Committee  on  high  interest  rates  and  related 
problems.  We  hope  that  this  hearing  will  be  the  beginning  of  the  elimination  of 
one  of  these  problems,  outdated  stale  usury  laws. 

The  problems  of  the  automobile  industry  are  well  documented  and  1  will 
not  go  into  a  detailed  review  of  them  at  this  time.  However,  a  brief  review  of 
the  plight  of  the  franchised  dealer  over  the  past  18  months  reveals  staggering 
losses.  Over  2,000  dealers  have  closed  their  doors,  and  well  over  115,000 
dealership  employees  have  lost  their  jobs.  Suffice  it  to  say  that  the  domestic 
industry  continues  to  face  an  unprecedented  financial  crisis- 
While  there  are  a  number  of  reasons  behind  the  Industry's  recent  decline, 
clearly  a  major  contributing  factor  is  high  interest  rates.  During  periods  when 
interest  rates  reach  exorbitant  levels,  dealers  are  burdened  with  high  inventory 
financing  costs  at  precisely  the  time  when  customer  sales  are  stagnating.  It  is 
this  condition  of  high  overhead  costs  and  low  retail  sales  that  leads  to 
bankruptcy. 
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laws.     Usury  dim  Is  eumpn—fl  lit  aroiaeias  of  «mal!  Umininr  i    woo  arc  ataiiHly 

oi=uri  credit  and  can  allure  i  uglier"  rater  aimpl\  camw  get  credit  it,  nates 
wtiere   usury   limits  tail   well   below   Uat   prime   r*le- 

DuriHg  times  of  fugl  ielereai-  financial  institutions  wruen  are  reiliitied  ny 
stale  usury  ceilings  either  reduce  significantly  or  stop  aJtagetnri  tte  fmancni; 
of  high  i.eket  consumer  items  sueh  as  kuumifltnies.  Tte-  Ameriomi  Bankers 
Association,  in  testimony  before  <=  Houk  Subcommittee  on  Angus!  2E,  IMC, 
slalad  liiat  ■'  .  ,  .  auiomooisv  Qealen.  deipile  aggressive  marketing,  urn 
frustralec  in  tueir  attempt*  ic  reduce  iugt  mventorte  due  partially  u>  tne 
inability  of  consumers  if  obtain  automobile  iobtb..' 

Moreover,  in  certain  instances  banks  agree  to  rioorptar.  (teeler  inventory  in 
enticipslion  of  receiving  the  dealer's  retail  business.  If  twines  m  laagm  inlnti 
U>  finenc 


in  an  article  untitled  "Rising  fame  Rale  Plus  BlBles'  Usury  Ceilings  Put 
a  Kink  in  Car  Industry's  Recoifery  Outlook,''  which  appeared  hi  the  December  3, 
IBM  issue  of  tl*  hail  Street  Journal,  an  analyst  st  A-G-  B 
"that  a  priii*  rut*  of  18  J/Sf*  make*  personal  auto  loans  'i 
because  of  usury  law  limitations,  in  3*  states.  Tliose  Elates  a- 
&¥%  of  all  auto  sales  last  year."  While  several  states  have  since  re 
Uieir  usury  limits,  some  25  slates  still  have  interest  rate  ceilings  a 
credit  of  J*%  or  lass. 

MAIM    estimates    that    approximately    30%   of   all   t 
finance  contracts  arc  being  turned  down  by  financial  institutions.    In  many  e 
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the  inability  of  a  bank  to  charge  the  going  rate,  and  not  the  credit  worthiness 
of  an  individual,  has  resulted  in  a  refusal  to  extend  credit. 

As  commercial  banks  have  gotten  out  of  the  auto  financing  business,  the 
finance  companies  of  the  domestic  aulo  manufacturers  have  had  to  take  up  the 
slack.  The  shift  in  the  issuance  of  automobile  paper  from  commercial  banks  to 
the  finance  companies  is  significant,  as  demonstrated  by  the  attached  tables. 

Table  I  shows  the  percentage  of  automobile  paper  extensions  by  type  of 
lender  for  the  decade  of  the  '70's.  The  decade  average  indicates  that 
approximately  60%  of  the  consumer  contracts  Tor  automobile  purchases  were 
issued,  either  directly  or  indirectly,  by  commercial  banks.  By  contrast,  finance 
companies  accounted  for  about  10%  of  total  automobile  contracts. 

Turning  to  Table  tt.  we  find  that  commercial  banks  in  1980  issued  an 
average  of  12%  less  automobile  paper  than  in  the  1970's,  with  the  finance 
companies  picking  up  the  difference.  Even  more  disturbing,  the  first  month  of 
this  year  witnessed  a  decline  in  auto  extensions  by  banks  to  a  mere  35.9%  of  the 
total  number  of  contracts  issued. 

The  liability  for  dealers  when  banks  terminate  consumer  financing  or 
automobiles  is  three-fold.  First,  the  dealer  could  find  himself  without  a  source 
of  financing,  if  he  does  not  have  a  finance  corporation  to  turn  to.  Second,  even 
if  a  finance  corporation  is  available,  there  are  limits  on  the  corporation's  ability 
to  finance  the  ever  increasing  number  of  contracts  being  presented  to  them. 
And  third,  the  competitive  atmosphere  between  the  traditional  providers  of 
automobile  financing  is  diluted  significantly.  By  removing  usury  ceilings  for 
consumer  credit,  NADA  believes  competition  would  again  return  to  the 
marketplace,  benefiting  both  dealers  and  consumers. 


3,0,i,zeab,GOOglC 


*4£t  vtMnf%  '!«•  'tTnrrs  qf  Senator  L>jaar   o 


•M  n-tyviHrir;    (WJi'irfVww   flen-^ui»fiti«  vat  Hmf  J    Jiart   .tax  of  19M.     !■ 


j"-*&*  «*nM  <Mnr/  -»il>«eji  for  «vbh*ti«-  -raftr.  «  tailed:  Oil  MBL  Hat 
iWM^lMniW  -W*  -r*flr  limit.  Tnrlinwl  m  4.  1-IM  4nkl  jrivuta  -nor-  a«w^rm 
vwWHF  *>*•*  ■*»»•  MMM(  inanrufinns.  ant  encauraya  inmi  BrWittw I  ymidm 
•vf  •.K'W-wtt*  wnrt  friMIr  bvww  r»  mriim  w  Ow  inartnttptaeg  in  t*cae  rw  ■«» 
ft**-/  iwvo  n***  pVw««f  f*  Mv*. 

WifA  M*p*i»f  to  4.  Ml.  !*ADA  r*negni2es  (he  uaaque  pofiticai  Mf k»  in 
AfYmtm  Mrt  n»»l*w*  Senators  tampers  m<  frjwr  far  trying  to  help  nit^Mc 
•  f*n»y  <f**ft*r*t«  «Ha*f  ion.  Pevcrtheleia,  this  is  ■  nationwide  ^mjbfai  and  raDs 
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I  will  If*  li*(ipy  it   flii.  11m*  to  an»*ar  any  questions  you  may  have. 
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TABLE     I 
AUTOMOBILE  PAPER 

EXTENSIONS  BY  TYPE  OF  LENDER,   1970-1979 
(Percent  of  Total) 
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TABLE     D 
AUTOMOBILE  PAPER 
EXTENSIONS  BY  TYPE  OF  LENDER  - 
(Percent  at  Total) 
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Senator  Lugar.  Thank  you  for  coming  again  to  the  committee 
this  morning,  Mr.  Miller. 

The  Chair  would  like  to  call  now  upon  Mr.  Chalmers  from  Ar- 
kansas. 

Mr.  Chalmers.  Thank  you,  Mr.  Chairman. 

I  will  make  my  remarks  as  brief  as  possible. 

Mr.  Chairman  and  members  of  the  committee,  my  name  is  Hugh 
B.  Chalmers.  I  am  a  Chevrolet-Toyota  dealer  from  West  Memphis, 
Ark.,  and  I  am  currently  president  of  the  Arkansas  Automobile 
Dealers  Association,  representing  approximately  400  automobile 
dealers  in  Arkansas. 

I  sincerely  thank  you  for  this  opportunity  to  testify  before  you 
today  on  behalf  of  Senate  bill  No.  963,  which  will  partially  resolve 
the  most  critical  situation  in  our  State. 

I  want  to  make  three  points: 

First,  to  present  the  status  of  interest  rates  and  the  basic  inequi- 
ties within  the  consumer  field  in  Arkansas  today; 

Second,  to  show  the  plight  of  the  automobile  dealer,  who  has  to 
operate  under  these  inequities  and  who  is  representative  of  most  of 
the  retail  merchants  in  the  State;  and 

Third,  to  show  the  severe  negative  impact  on  the  Arkansas  con- 
sumer when  his  choice  is  limited  because  competition  is  greatly 
restricted  due  to  inequitable  consumer-lending  interest  rates. 

MOST  RESTRICTIVE  INTEREST  LIMITATION  IN  THE  UNION 

Arkansas  presently  has  the  most  restrictive  interest  limitation  of 
any  State  in  the  Union  embedded  in  its  constitution  of  1874,  which 
we  have  already  discussed  at  length.  I'd  like  to  summarize  those 
comments  in  making  this  statement 

Not  only  is  the  interest  lost  in  the  violation  of  that  10-percent, 
but  the  principal  is  also  forfeited,  which  makes  that  10-percent 
limitation  so  much  more  abrasive. 

The  Arkansas  Supreme  Court  has  continued  over  the  years  to 
give  the  word  "interest"  the  broadest  possible  interpretation.  And 
summarizing  on  that  point,  in  short,  the  Arkansas  Supreme  Court 
has  stated  whatever  is  not  principal  is  interest,  and  10  percent  is 
all  that  is  allowable. 

Presently,  there  are  several  efforts  being  made  to  change  this 
107-year-old  restriction.  And  we've  discussed  those  earlier: 

The  legislative  referendum  that  would  be  voted  on  by  the  people 
in  November  1982.  And  also,  there's  pending  litigation  before  the 
U.S.  Supreme  Court  which  hopes  to  have  the  10-percent  limitation 
declared  unconstitutional  as  a  restriction  to  interstate  commerce 
and  a  denial  of  the  due  process  of  law. 

However,  these  ongoing  pursuits  cannot  give  the  needed  relief 
quickly  enough. 

It  is  not  difficult  to  deduct  the  hardship  incurred  by  the  Arkan- 
sas automobile  dealer,  who  is  forced  to  operate  under  a  10-percent 
Arkansas  usury  limitation,  even  though  national  and  international 
forces  are  responsible  for  the  prime  rate  recently  exceeding  the  20- 
percent  level,  the  Fed  funds  market  spirally  to  23  percent  recently, 
and  the  Nation  being  in  a  double-digit  inflationary  rate. 

In  1980,  Congress,  sensitive  to  the  financial  community's  needs, 
enacted  the  Depository  Institutions  Deregulation  and  Monetary 
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Control  Act.  This  legislation  meant  economic  survival  for  many 
lenders  in  Arkansas,  specifically  federally  related  financial  institu- 
tions. The  act  was  broad  enough  to  allow  greater  interest  rates  for 
business  and  agricultural  loans.  What  this  act  did  not  do  was 
provide  an  equitable  remedy  for  the  retail  sector  in  the  form  of 
needed  interest  rate  adjustments  for  nonbanking  lenders. 

The  banking  institutions  were  given  relief  under  the  1980  legisla- 
tion, but  the  retail  merchant  in  Arkansas  is  still  mandated  to 
operate  under  a  10-percent  usury  limitation. 

The  impetus  which  prompted  Federal  legislation  in  1980,  giving 
relief  to  the  banking  institutions  in  Arkansas,  is  needed  even  more 
today  by  the  Arkansas  retail  merchant.  He  must  go  outside  the 
banking  community  for  most  of  his  lending  needs,  because  he  is 
responsible  for  the  majority  of  the  consumer  installment  lending  in 
this  State. 

DEALERS   DEPEND   ON   CAPTIVE   FINANCE   COMPANIES 

Historically,  the  Arkansas  automobile  dealer  has  had  to  depend 
on  the  "captive"  finance  company  to  help  consumers  finance  their 
purchases  of  automobiles.  These  '  captive  finance  companies  of  the 
manufacturers — GMAC,  Ford  Motor  Credit,  and  Chrysler  Credit — 
even  though  they  still  provide  most  of  the  financing  to  consumers, 
were  not  included  in  the  1980  Monetary  Control  Act. 

Since  they  operate  under  the  restrictive  Arkansas  10  percent 
maximum,  they  have  been  forced  to  constrict  their  credit  policies 
severely  and  transfer  the  exposure  involved  in  consumer  lending  to 
the  dealers  they  finance.  This  has  resulted  in  the  Arkansas  auto- 
mobile dealer  accepting  full  responsibility  for  all  financed  sales. 
The  dealer  now  has  full  recourse,  without  any  protection  from 
collision,  conversion,  or  confiscation  losses. 

A  dealer  is  also  required  to  deposit  a  finance  reserve  out  of  the 
proceeds  of  the  finance  contract  with  the  finance  company.  In  the 
case  of  GMAC,  in  Arkansas  it  limits  its  financing  only  to  General 
Motors  new  vehicles  and  only  to  the  first  trade-in  on  the  sale  of 
that  new  GM  product. 

New  car  dealers  who  are  not  General  Motors,  Ford,  or  Chrysler 
franchised,  and  therefore  do  not  have  the  advantage  of  a  "captive" 
finance  company,  find  themselves  in  a  dire  situation.  This  is  espe- 
cially true  of  the  import  auto  dealers.  If  their  customers  are  unable 
to  pay  cash  for  their  purchases,  they  must  be  a  good  customer  of  a 
bank  in  order  to  qualify  for  financing. 

Several  years  ago,  all  those  finance  companies  that  were  not 
associated  with  a  manufacturer  ceased  operations  in  Arkansas. 
Slowly,  the  availability  of  credit  has  been  reduced  to  that  of  the 
banking  community  and  the  "captive"  finance  companies. 

Even  though  the  banking  institutions  can  charge  a  consumer- 
lending  rate  of  1  percent  over  the  rediscount  rate,  they  restrict 
their  consumer-lending  activities  to  their  customers  with  active 
bank  accounts. 

The  Federal  remedy,  which  now  allows  Arkansas  bank  accounts 
to  charge  up  to  23  percent  on  larger  commercial  loans,  has  caused 
them  to  place  a  low  priority  on  consumer  loans  that  require  more 
attention  and  have  higher  costs  when  they  yield  only  1  percent 
over  rediscount  rate.  This  has,  in  effect,  placed  an  unreasonable 
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credit  burden  on  the  consumer's  ability  to  secure  credit  for  all  of 
his  needs,  including  transportation. 

Senate  bill  No.  963  proposes  to  correct  the  unfair  and  discrimi- 
nating situation  created  for  consumer  credit  in  Arkansas  by  the 
1980  Depository  Institutions  Deregulation  and  Monetary  Control 
Act,  however  well  it  was  intended.  Banking  institutions  now  have 
greater  flexibility  in  their  operations,  even  though  they  are  under 
the  same  constitution  which  governs  the  automobile  dealer. 

This  has  established  two  consumer  lending  policies,  neither  of 
which  is  acceptable,  and  has  created  a  financial  plight  of  the  most 
severe  degree  that  presently  threatens  the  survival  of  many  busi- 
nesses, long  before  a  general  election  or  a  Supreme  Court  decision 
can  rectify  the  problem. 

These  deduction  are,  however,  of  a  financial  and  analytical 
nature,  however,  when  one  juxtaposes  the  hardship  this  causes 
citizens  who  reside  in  the  State  of  Arkansas,  citizens  who  require 
transportation  as  a  basic  necessity  to  get  to  a  job  in  order  to  earn  a 
living  for  their  families  or,  in  cases  of  emergency,  to  get  their 
families  to  a  doctor. 

The  Arkansas  resident  who  has  any  credit  problems  of  any  type 
in  his  credit  history  is  unable  to  secure  financing  at  the  10-percent 
rate,  and  because  of  the  banks'  highly  restrictive  consumer-lending 
policy,  a  vacuum  has  been  created  tnat  denies  many  buyers  their 
ability  to  purchase. 

If  a  buyer  of  limited  credit  is  forced,  out  of  necessity,  to  purchase 
an  automobile,  he  finds  himself  at  the  mercy  of  some,  not  all,  used 
car  dealers,  who,  by  charging  exorbitant  prices,  especially  on  older 
cars,  can  overcome  the  restrictions  of  the  10-percent  interest  by 
carrying  the  financing  themselves. 

In  cases  like  this,  which  are  not  few,  the  lower  income  consumer 
gets  caught.  The  consumer's  choice  is  limited,  and  practically 
speaking,  a  10-percent  interest  rate  becomes  no  credit  at  all. 

Ironically,  the  law — meaning  the  constitution  of  1874  that  estab- 
lished the  10  percent — that  was  intended  to  protect  the  consumer 
provides  the  opportunity  for  taking  advantage  of  him. 

CASH    BUYER   SUBSIDIES   CREDIT   BUYER 

A  study  done  several  years  ago  about  Arkansas'  10-percent  limi- 
tations concluded  that  the  cash  buyer  subsidizes  the  credit  buyer  in 
Arkansas,  because  the  cost  of  goods  is  elevated  to  cover  the  cost  of 
financing.  While  the  Arkansas  dealer  is  today  hard-pressed  as  a 
result  of  the  10-percent  Arkansas  interest  rate,  the  real  loser  is  the 
consumer. 

The  finance  companies  that  have  been  willing  to  offer  the  con- 
sumer the  credit  he  needs  cannot,  because  they  cannot  afford  the 
cost  of  lending.  They  were  not  included  in  the  1980  legislation  that 
was  promoted  as  a  remedy  for  the  State's  financial  problems.  If  we 
place  the  consumer's  plight  on  an  equal  footing  in  importance  with 
the  plight  of  the  financial  institutions,  we  will  change  this  situa- 
tion which  presently  denies  competition  and  free  choice. 

Simply  put,  where  banks  choose,  they  can  legally  charge  15 
percent  for  the  same  loan  that  GMAC  is  legally  restricted  to  10 
percent.  There  is  something  wrong  with  allowing  an  inequity  to 
exist  which  denies  any  credit  to  many  consumers. 
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Senate  bill  No.  963  will  not  open  the  consumer  credit  market  to 
the  total  freedom  needed,  but  it  will  temporarily  stop  the  serious 
threat  to  survival  of  many  Arkansas  small  businessmen  and  afford 
credit  to  those  consumers  who  need  it  most. 

Lastly,  as  a  response  to  those  who  feel  sensitive  to  injecting  a 
congressional  remedy  to  a  State's  internal  problems,  may  I  respect- 
fully restate  that  the  conditions  that  have  caused  this  problem 
have  come  from  outside  the  borders  of  Arkansas. 

Your  previous  involvement  in  past  legislation  was  in  favor  of  a 
particular  segment  of  the  Arkansas  economy,  in  preference  to  the 
rest  of  the  consumer  installment  credit  sector. 

What  Congress  has  done  for  business  needs  should  now  be  ex- 
tended to  the  consumer. 

I  will  be  most  happy  to  answer  any  questions  you  might  have. 

[Complete  statement  follows:] 
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Hr.  Chairman,  members  of  tbe  Committee,  my  nine  Is  Hugh  B. 
Chalmers.   I  am  a  Chevrolet -Toyota  dealer  from  lent  Memphis,  Arkansas, 
and  I  am  currently  president  of  the  Arkansas  Automobile  Dealers 
Association,  representing  approximately  400  automobile  dealers 
in  Arkansas. 

I  sincerely  thank  you  for  this  opportunity  to  testify  before 
you  today  on  bebalf  of  Senate  Bill  1963,  which  will  partially 
resolve  the  most  critical  situation  in  our  state. 

I  want  to  make  three  points:   first,  to  present  tbe  status 
of  Interest  rates  and  the  basic  inequities  within  the  consumer 
field  in  Arkansas  today;  second,  to  show  tbe  plight  of  the  automobile 
dealer,  who  has  to  operate  under  these  inequities  and  who  Is  represent* 
tive  of  most  of  tbe  retail  merchants  in  the  state;  and,  third, 
to  show  the  severe  negative  impact  on  the  Arkansas  consumer  when 
bis  choice  Is  limited  because  competition  Is  greatly  restricted, 
due  to  Inequitable  consumer- lending  1 
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taaaaa  a almiMki  I •  dnaler,   sho   la   forced   to  operate   under  a   101 
lanaaa   lUwry    limitation,   «vun   though  national   and    international 
ntmn   ar«   raaponalbl*    tut    Itm   prise    rata  recently   exceeding  201, 
■    f«il    funda  «ar km.    aplrallnK   to   231,    and   [he  nation  being    In 
toiil'le  iIIkk    inf  Jat  I unary   rate. 
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Id  1980,  Congress,  sensitive  to  tbe  financial  conmunity 'a 
needs,  enacted  tbe  Depository  Institutions  Deregulation  and 
Monetary  Control  Act.  Tbis  legislation  meant  economic  survival 
for  many  lenders  in  Arkansas,  specifically  federally  related 
financial  institutions.   The  act  11s  broad  enough  to  allow  greater 
interest  rates  for  husiness  and  agricultural  loans.   What  this 
act  did  NOT  do  was  provide  an  equitable  remedy  for  tbe  retail 
sector  In  tbe  form  of  needed  interest  rate  adjustments  for  non- 
banking  lenders.   The  banking  institutions  were  given  relief  under 
the  19B0  legislation,  but  the  retail  merchant  In  Arkansas  is  still 
mandated  to  operate  under  a  101  usury  limitation. 

The  impetus  which  prompted  federal  legislation  in  1980,  giving 
relief  to  the  banking  institutions  in  Arkansas,  is  needed  even 
■ore  today  by  the  Arkansas  retail  merchant.   He  must  go  outside 
tbe  banking  community  for  most  of  bis  lending  needs,  because  he 
is  responsible  for  the  majority  of  the  consumer  installment  lending. 

Historically,  the  Arkansas  automobile  dealer  bas  had  to 
depend  on  tbe  "captive"  finance  company  to  help  consumers  finance 
their  purcbases  of  automobiles.  Tbese"captlve"  finance  companies 
of  the  manufacturers  —  GMAC,  Ford  Motor  Credit  and  Chrysler  Credit  • 
even  though  they  still  provide  most  of  the  financing  to  consumers, 
were  not  Included  in  the  1980  Monetary  Control  Act.   Since  they 
operate  under  the  restrictive  Arkansas  101  maximum,  they  have 
been  forced  to  constrict  their  credit  policies  severely  and 
transfer  the  exposure  involved  in  consumer  lending  to  the  dealers 
they  linaim  .   This  has    resulted  tn  I  he  Arkansas  automobile  dealer 
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conversion  or  confiscation  losses.   A  dealer  is  also  required  to 
deposit  a  finance  reserve  out  of  the  proceeds  of  tbe  finance  contract 
with  tbe  finance  company.   In  the   case  of  GVAC,  in  Arkansas  it 
.mlts  its  financing  only  to  General  Uotore  new  vehicles  and  only 
)  the  first  trade-in  on  the  sale  of  that  new  GH  product. 

-anchised,  and,  therefore,  do  not  bave  the  advantage  of  a  "captive" 
finance  company,  find  themselves  in  a  dire  situation.   This  is  especially 
-ue  of  the  import  auto  dealers.   If  their  customers  are  unable 
i  pay  cash  for  their  purchases,  they  must  be  a  good  customer 
of  a  bank  in  order  to  qualify  for  financing.   Several  years  ago, 
those  finance  companies  that  were  not  associated  with  a  manu- 
:turer  ceased  operations  in  Arkansas.   Slowly  the  availability 
of  credit  has  been  reduced  to  that  of  the  banking  community  and 
the  "captive"  finance  companies. 

Even  though  the  banking  institutions  can  charge  a  consumer- 
ending  rate  of  IX  over  tbe  re-discount  rate,  they  restrict  their 
unsumer- lending  activities  to  their  customers  with  active  bank 
;oounts.   The  federal  remedy,  which  now  allows  Arkansas  banks 

>  charge  up  to  221  on  larger  commercial  loans,  has  caused  them 

>  place  a  low  priority  on  consumer  loans  that  require  more  attention 
id  have  higher  costs  when  they  yield  only  II  over  re-discount 

Ue.  This  has.  In  effect,  placed  an  unreasonable  credit  burden 
on  the  consumer's  ability  to  secure  credit  for  all  of  his  needs, 
including  transportation. 
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Senate  Bill  1963  proposes  to 

Institutions  Deregulation  and  Monetary 
1  It  was  Intended.   Banking  instltutloi 
•  flexibility  in  their  operations,  even  thoi 

i  established  two  consumer  lending  policlei 
:b  la  acceptable  and  bas  created  a  financial  plight 
t  severe  degree  that  presently 


the  unfair  and  discriminating 
be  1980 


tber  of 

of  the 

.1  of  many 


businesses,  long  before  a  general  election 
rectify  the  problem. 
These  deductions  are  of  a  financial  an 
wet,  when  one  juxtaposes  the  hardship  t 


who  reside  In  the  st 

as  a  basic  necessity 
for  their  families, 


i  Supreme  Court 


i  require  transportatl 


irgency  ,  to  get  their  famine 


Tbe  Arkansas  resident  who  has  any  credit  problems  of  any 
type  in  his  credit  history  is  unable  to  secure  financing  at  tbe 
10X  rate,  and,  because  of  the  banks'  highly  restrictive  consumer- 
lending  policy,  a  vacuum  has  been  created  that  denies  many  buyers 
their  ability  to  purchase.   If  a  buyer  of  limited  credit  is  forced, 
,  to  purchase  an  automobile,  he  finds  himself 
t  used  car  dealer  who,  by  charging  exorbitant 


,  especially  on  older  cars,  can  overcome  the  restrict  it 
101  Interest  by  carrying  the  financing  himself.   In  cr 
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iMM*    •..untvHt^v:.    14ml     Iiltn-    Mw>    »,  ..Jiif    IB    Llll-HT    Tan? 
UK   ««'.    v*    JjpQVi.aei    l4my   Wft  nvl    j.ik.jiiOMI   is   il.t    J»   lacuOn^m 

». 'L  tj—  yJusfci  vi    it*  tuuK.uJ    .u,uii)i;«»,   be  nil   cihaum 


JM    »w   It*   mm>    J.v**   t*«1    QMC   1»   J«SBllV   re»tncl«l   la    1«. 
Tlivf*    J*   a>jW^«b)«(   wfjuj;   ■;(&  hIJ'jbjuc   xm   iau|*ll)'   La  ni.i   wi 

tmuni.t  Mill  *W4  will  not  tip**  tb*  cot  credit  a*rkel 
u,  itu.  U/twJ  (»«••*«*.  rt**4'.-<j ,  Itit  It  will  t— pormrily  stop  the 
■<il«M  itoii  (-  burvlyal  Of  ■*■*  Arkutu  anil  t 
*»4   *(l<>r4   <:r«4lt    n,    lk.«»   uinmiKrii  *bo   seed   It   k 
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Lastly,  as  a  response  to  those  who  feel  sensitive  to 
Injecting  a  congressional  remedy  to  a  state's  internal  problems, 
may  I  respectfully  re-state  that  the  conditions  that  have  caused 
this  problem  have  come  from  outside  the  border  of  Arkansas. 
Your  previous  Involvement  Id  past  legislation  was  in  favor  of 
a  particular  segment  of  the  Arkansas  economy  in  preference  to 
the  rest  of  the  consumer  Installment  credit  sector.   What  Congress 
has  done  for  business  needs  should  now  be  extended  to  the  consumer. 

1  will  be  most  happy  to  answer  any  questions  you  might  have. 

Senator  Lugar.  Thank  you  very  much,  Mr.  Chalmers.  Senator 
Dodd,  do  you  have  questions  of  the  witnesses? 

Senator  Dodd.  Thank  you,  Mr.  Chairman.  I  appreciate  the  testi- 
mony of  these  witnesses.  It  has  been  very  interesting  and  enlight- 
ening. 

I  wonder  if  I  could  just  ask  a  couple  of  questions.  Maybe  all  of 
you  would  like  to  respond,  even  though  the  question  is  addressed  to 
specific  testimony.  But  you  are  all  in  related  industries,  businesses. 
So  you  might  have  some  comments  on  it. 

Mr.  Conners,  in  your  testimony,  on  page  2  of  it,  you  said  that — 
quoting  you:  "Certainly,  we  understand  the  concerns  that  led  to 
enactment  of  rate  ceilings."  And  then  you  suggest — in  fact,  I  think 
almost  all  of  you  suggest — the  volatility  of  the  interest  rates  really 
created  the  most  serious  problem  for  you  in  terms  of  these  restric- 
tions. I  am  wondering  if  there  remains  a  legitimate  concern  about 
unconscionable  interest  rates,  and  it  might  not  be  worth  our  time 
to  consider  some  flexible  rate. 

FLEXIBILITY  WITH  CEILINGS 

Someone  pointed  out  the  5-percent  increase  in  interest  rates  in  a 
2-month  period  which  raises,  obviously,  some  problems  in  terms  of 
response  to  that  kind  of  situation.  But  if  there  was  some  legitimacy 
to  setting  ceilings  in  the  past — granted  the  volatility  of  the  interest 
rates  adds  a  problem  to  restrictions — might  we  not  consider  some 
flexibility  with  ceilings,  rather  than  just  having  them  opened  up 
entirely? 

Since  I  addressed  the  question  to  Mr.  Conners,  I  think  you  can 
start  out. 

Mr.  Conners.  Would  you  like  for  me  to  respond  first? 

Senator  Dodd.  Anyone 

Mr.  Conners.  I  think  it  has  already  been  stated  here  this  morn- 
ing, Senator,  that  the  conditions  have  changed  somewhat  since  the 
time  and  the  conditions  that  were  in  effect  at  the  time  these  rate 
caps  were  enacted.  At  that  time,  I  think  the  parallel  was  drawn 
that  in  the  State  of  Arkansas  the  rates  were  at  about  the  2-percent 
level,  when  the  10-percent  level  was  established. 

The  concerns  at  that  time  were  that  the  customers  would  not  be 
unduly  socked  with  an  unconscionable  rate.  The  conditions,  as  was 
stated  earlier,  have  changed  somewhat  since  that  time.  It  is  our 
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tin.:  itiiii(i  I  i lii. ill  wi-  all  have  In  remember  is  that  lenders  are 
ulaii  lii.iiimi-.io.  mill  I  mi  iiiwrih  in  those  hu;h-interest  periods  have 
I.,  lii.uun  -il  wliitimci  tin-  market  is  They  certainly  then  should  be 
ullfMi-.il  i»  luitivui    til   it   rate  thai   is  consistent  with  the  rate  at 
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Ami  it  it-  U-al  way,  m-  think,  to  tl»  that  is  to  allow  the  rate  to  be 
tin  eunuch  li-  nl  I  nut  the  independent  tl  nance  sources  back  into 
tin  liiuiiuing  nl  letiiil  automotive  contracts.  That's  what  has 
luumaI  ilu-  li.iitliluo  on  the  consumers  The  independent  retail 
111U111.V  aouiM-a  have,  iiiul  ii^htlv  so.  made  the  determination  that 
tin-*,  tiiiitil  iihttv  then  tlmtbi  in  more  lucrative  places  with  less  risk 
lIi.iu  i tn-  i ait*  cap*,  tliiii  tune  been  imposed  on  these  several  States. 
."i-uaU-i  IV'in*.  IW»  amone  else  want  to  comment'.' 
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luII.i  1  .mi  in  .uiwiik-iiL  wuh  the  remarks  made  by  Dr  Johnson 
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had  a  usury  rate  in  the  mid-1950s,  that  was  set  at  12.68  percent. 
That  rate  was  4Vx  times  the  prime  rate  at  the  time  it  was  set. 
That's  a  true  usury  control,  and  it  was  realistic.  When  New  York 
finally  changed,  the  prime  rate  or  their  usury  rate  was  60  percent 
of  prime. 

So  obviously,  it  was  not  usury.  But  it  was  a  consumer  protection. 
Now,  when  we  did  this  in  New  York,  and  had  this  changed,  it  took 
many  years  to  have  the  change,  because  here  again,  the  volatility 
affected  it.  Everyone  was  interested  in  New  York  State,  but  as  the 
prime  rate  went  down,  two  different  times,  all  of  the  efforts  ceased 
until  they  started  up  again,  and  everything  became  a  problem. 

In  New  York,  we  considered  the  time  requirement,  we  considered 
the  variable  control  that  you're  talking  about  by  tying  into  some' 
thing.  They  finally  rejected  all  of  the  restrictions  except  time.  And 
we  have,  I  believe,  a  3-year  reconsideration. 

It  was  felt,  frankly,  that  politically  the  legislators  in  our  State — 
and  this  would  apply  to  all  States — they  would  not  be  particularly 
astute  if  they  were  considered  by  their  constituents  as  removing  an 
obvious  consumer  protection  or  a  perceived  consumer  protection. 
But  they  would  not  take  that  aggressive  step. 

But  if  they  had  a  Federal  override  with  a  3-year  limitation,  or 
something  of  that  sort,  the  reconsideration  would  just  slide  by,  and 
it  would  not  take  an  aggressive  act  in  that  direction.  So  New  York 
State  rejected  all  the  restrictions  except  the  time  one. 

And  it's  proven  to  be,  with  the  total  removal  of  all  other  restric- 
tions— the  sky  did  not  fall  down,  retail  business  resumed,  every- 
thing else  returned  to  normal,  and  some  of  the  goblins  we've  talked 
about  here  have  not  ended  our  business  in  New  York  State. 

So  it  took  us  a  long  time  to  do  it,  but  when  it  was  done,  it  was  a 
responsible  act — and  actually  a  protection  for  the  consumer,  be- 
cause a  10-percent  usury,  or  12  percent  in  New  York  State,  was 
really  no  protection  at  all;  it  was  a  restriction  on  the  customer* 
ability  to  buy. 

Senator  Dodo.  Do  you  have  anything  to  add? 

MAXIMUMS   CAN    BECOME   MINIMCMS 

Mr.  Chalmers.  Senator  Dodd,  you  can  go  back  to  the  1950  and 
1960  period  in  tie  State  of  Arkansas,  where  the  10-percent  usury 
was  considered  a  maiinium  And  when  you  compare  that  period 
and  what  the  rates  were  in  installment  credit,  you  come  up  to  the 
area  where  we  have  wagi  and  price  controL  If  you  re  not  very 
careful,  ma«iitnimn  beconn  minimui  and  that's  what  you  have 
to  watch.  When  you  estab  or  lending  institution 

might  charge  on  the  top  en  .  i      es  r  to  gravitate  to  that 

for  the  minimum  as  well. 

Tbe  best  resolution  to  your  concern — and  I  can  appreciate  your 
-m  to  majir-  sore  that  the  marketplace  has  enough  eonrpe- 
ie  customer  receives  the  best  possible  rate  for 

-"     >  Intaft  Thank  you. 

t  ;  iceeo.  Senator  Dodd.  if  you 

I  would  like  to  make  a  request 


D,g,t,zedbyG00gIe 


164 

Mr.  Miller,  in  your  testimony,  and  I  would  jump  to  it  here  if  I 
can,  you  cite  some  statistics  with  regard  to  the  various  States.  I  am 
looking  at  page  2,  last  full  paragraph  of  your  statement,  where  you 
talk  about  various  States,  or  at  least  the  collective  States. 

Here  you  quote  from  an  article  in  a  1980  issue  of  Wall  Street 
Journal:  "A  prime  rate  of  18%  percent  makes  personal  auto  loans 
'unattractive  to  banks,  because  of  usury  law  limitations,  in  36 
States.  Those  States  accounted  for  about  59  percent  of  all  auto 
sales  last  year.  While  several  States  have  since  revised  upward 
their  usury  limits,  some  25  States  still  have  interest  rate  ceilings 
on  automobile  credit  of  IS  percent  or  less." 

You  talk  about  a  30-percent  turndown  rate  of  all  consumer  retail 
finance  contracts.  I'd  like  to  know  what  the  turndown  rate  would 
be  in  the  25  States  that  now  do  not  have  limitations,  which  States 
those  are  in  terms  of  your  overall  volume  of  sales. 

California,  obviously,  is  a  huge  volume  sales  State  in  auto- 
mobiles. And  it  might  help  in  terms  of  assessing  the  impact  of 
usury  laws  on  automobile  sales  if  we  had  a  fuller  picture  of  what 
actually  happens  in  turndowns.  Maybe  you  have  that,  some  of  that 
information,  now.  If  you  do,  I'd  be  glad  to  hear  it. 

Mr.  Miller.  We'd  be  glad  to  furnish  that  to  the  committee.  I 
don't  have  it  here  with  me,  but  I  can  see  where  it  would  be 
important  to  your  deliberations.  We'll  furnish  you — even  make  a 
survey,  if  necessary,  to  give  you  some  handle  on  that. 

Senator  Dodd.  Can  I  ask  you  how  you  got  that  30-percent  figure, 
and  how  much  was  directly  related  to  usury  laws?  Are  you  direct 
ing  all  30  percent  of  that  to  usury? 

Mr.  Miller.  No,  I  would  not  think  so,  but  certainly  a  proportion- 
al amount  of  that  turndown.  The  turndown  rate  floated  from  30 
percent  in  the  surveys  we  made  at  that  time,  when  we  called 
several  hundred  dealers  during  a  specific  period.  We  did  this  two  or 
three  times,  and  continued  to  get  that  figure. 

We  have  also  gotten  the  30-percent  Figure  from  about  1,500  deal- 
ers that  we  call  20  groups  in  our  business,  where  they  compare 
figures  and  that  sort  of  thing,  and  submit  information  to  NADA. 
It  s  all  computerized.  And  they  furnish  us  with  the  appropriate 
information. 

The  30  percent  is  a  common,  consistent  figure  over  the  last  few 
years,  except  for  the  peak  interest  rate  periods.  It  jumped  for  short 
periods  as  high  as  50,  and  a  little  higher. 

Senator  Dodd.  Last  question,  Mr.  Chairman. 

OBJECT  OF  A  TRIPLE  WHAMMY 

To  you,  Mr.  Gilbert,  representing  the  recreation  vehicle  industry: 
In  your  testimony,  you  stated  that  your  industry  is  the  object  of 
what  you  call  a  triple  whammy. 

Mr.  Gilbert.  Right. 

Senator  Dodd.  You  cite  national  fear  about  interruption  of  oil 
supplies  and  the  gas  crunch,  the  increased  price  of  motor  fuel,  and 
the  squeeze  between  rising  interest  rates  and  State  usury  ceilings, 
and  I  wonder  how  you  can  separate  out  these  items  in  terms  of 
their  responsibility  for  your  industry's  problems. 

The  first  two  factors  that  you  cite  hit  before  the  surge  in  interest 
rates — for  example,  the  prime  rate  averaged  12.66  percent  in  1979 
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and  it  would  seem  to  me  might  well  be  the  major  cause  for  the 
dropoff  in  Coachmen's  business  that  you  cite  between  1978  and 
1980,  1978  being  a  very  good  year.  And  then  you  had  that  tremen- 
dous drop,  down  to  $125  million  in  sales  in  1979.  This  year,  for  the 
first  6  months,  you  indicated  $100  million  in  sales,  an  annual 
picture  looking  at  about  $200  million. 

So  given  the  fact  that  you've  had  this  volatility,  you  understand 
my  particular  problem.  It  looks  like  you're  in  for  not  as  good  a  year 
as  1978,  but  certainly  a  lot  better  than  between  1978  and  1979. 

Mr.  Gilbert.  We  are  working  like  heck  to  make  it  that  way. 
We're  trying. 

Senator  Dodd.  I  understand.  But  in  light  of  the  problem  we  have 
in  front  of  us,  I  just  wonder  how  you  might  reconcile  that  increase 
in  volume  and  business  with  the  problem  we're  addressing  here 
today. 

Mr.  Gilbert.  I  understand  your  question.  It's  very  hard  to  put  a 
percentage  figure  on  the  causes  of  the  decline,  and  so  forth. 

We  do  know — we  have  national  dealer  councils  that  meet  with  us 
regularly  in  each  of  our  divisions.  We  get  a  feeling  from  them.  We 
get  a  feeling  from  surveys  that  we  make  of  dealers,  and  we  do 
make  comparisons  of  the  effects  of  sales  in  various  States.  For 
example,  the  State  of  Washington  was  a  tremendous  State  for  us  at 
one  time;  has  been  very  hard  hit  because  of  the  restrictive  laws 
there.  Dealers  complain  very  vigorously.  So,  we  do  have  a  feeling. 

We  are  getting  the  feeling  that — as  I  stated  in  my  testimony,  my 
comments — that  some  of  the  effects  of  the  energy  situation  are 
abating  in  the  minds  of  the  potential  customers.  They  found,  you 
know — they  think  it's  going  to  be  better.  As  I  mentioned,  they  and 
they  can  have  a  lot  of  pleasure  in  the  parks  of  Connecticut,  maybe, 
rather  than  going  down  south  to  the  parks.  So  some  of  these 
situations  are  abating. 

But  we  are  faced — right  now,  the  situation  really  is  the  squeeze, 
and  we  feel  that.  And  that  is  having  a  continuing  effect.  These 
things  are  piled  one  upon  the  other,  you  know,  one,  two,  three,  on 
small  businessmen.  And  their  cash  flow  has  been — was  affected 
very  seriously,  obviously,  in  1980 — 1979,  then  again  in  1980  with 
the  credit  crunch,  and  now  continuing  the  unavailability  or  nona- 
vailability of  the  consumer  credit.  So  they're  just  one,  two,  three, 
very  difficult  times. 

Senator  Dodd.  But  without  necessarily  attributing  a  per- 
centage— — 

Mr.  Gilbert.  I  can't  give  you  a  percentage.  I  just  know  we  have 
the  feeling  that  the  credit  situation  is  our  most  concerning  problem 
at  this  time. 

Senator  Dodd.  Thank  you,  Mr.  Lugar. 

Senator  Lugar.  Thank  you,  Senator  Dodd. 

Mr.  Miller,  in  the  two  tables  that  you  have  given  of  extensions  of 
credit  by  type  of  lender,  let  me  inquire  for  the  sake  of  the  record, 
what  is  the  reason  for  the  finance  companies,  in  January  of  1981, 
making  42  percent  of  all  of  the  extensions,  as  opposed  to  banks 
doing  somewhat  less  than  36  percent?  Why  would  finance  compa- 
nies be  able  to  extend  credit  in  that  amount,  while  banks  are  not? 

Mr.  Miller.  Well,  a  dealer  basically  has  a  major  finance  connec- 
tion. With  respect  to  banks,  the  ultimate  turndown  rate  is  100 
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percent,  and  when  a  bank  gets  out  of  the  finance  business,  the 
turndown  rate  becomes  100  percent. 

I  was  going  to  mention  in  connection  with  Senator  Dodd's  ques- 
tion, as  I  thought  about  it  after  he  asked  it,  about  the  variation  in 
turndown  rates  between  controlled  and  uncontrolled  States,  I 
would  suggest  that  maybe  as  far  as  the  captive  finance  companies 
are  concerned,  I  would  say  the  turndown  rates  would  be  very  close, 
because  in  effect  they  are  subsidizing,  and  in  effect  providing  a 
service  to  the  dealers,  so  the  dealers  can  sell  any  cars  in  that  State, 
because  many  of  the — often,  captive  finance  companies  are  propor- 
tionately losing  more  money  as  the  usury  rate  gets  lower  in  any 
given  State.  And  this  figure  is  alarming,  and  I  think  it's  going  to 
change  even  more  so  as  banks  continue  to  remove  themselves  from 
the  automobile — from  the  retail  credit  market. 

Senator  Lugar.  Under  the  column  finance  companies — by  the 
finance  companies,  how  many  or  what  part  of  that  42  percent  are 
the  so-called  captive  finance  companies? 

Mr.  Miller.  Basically,  the  finance  companies — I  would  guess  are 
almost  all  captive.  I'm  sure  there  would  be  some  miscellaneous 
small  companies  which  I  am  not  aware  of. 

Senator  Lugar.  The  point  of  this  table  is  that  42  percent  of  ail 
the  auto  financing  now  is  being  done  by  Ford,  General  Motor, 
Chrysler  affiliates. 

Mr.  Miller.  That's  right.  I  have  not  heard  of  a  case  when  a 
dealer  loses  his  bank,  that  the  bank  was  his  basic  connection.  I 
have  not  heard  of  a  responsible  dealer  that  has  asked  his  captive 
finance  company  to  take  on  his  wholesale  and  retail  financing  that 
has  been  turned  down,  so  frankly  they  have  done  an  excellent  job 
of  absorbing  the  dealers  that  have  come  through  them  but  have 
been  absolutely  turned  down  as  the  banks  have  removed  them- 
selves from  this  business. 

Mr.  Conners.  Mr.  Chairman,  could  I  reinforce  that  response 
from  Mr.  Miller,  please?  I  think  by  the  mere  term  "captive  finance 
company,"  it  would  tell  us  that  we  belong  to  the  parent  motor 
company  and  we  feel  that  we  have  a  responsibility  to  the  dealers  in 
those  States  where  they  have  rate  caps.  And  as  I  stated  in  my 
testimony,  particularly  in  Arkansas,  we  feel  a  strong  necessity  to 
support  the  dealers  and  the  vehicle  sales  in  those  markets. 

FINANCING  A  CAR  AT   10   PERCENT 

Senator  Lugar.  Could  you  describe  a  typical  deal  in  Arkansas? 
For  example,  given  the  usury  ceiling  of  10  percent,  how  do  you  go 
about  financing  a  car,  a  Ford  car? 

Mr.  Conners.  You  don't  go  about  it  any  differently  in  Arkansas 
than  you  do  in  any  other  State,  except  that  you  gulp  rather  hard 
when  you  buy  one  at  10-percent  when  you  know  that  your  overall 
costs  are  much  greater  than  that. 

Senator  Lugar.  Who  is  absorbing  the  cost?  Where  does  this 
reappear?  I  mean,  money  is  worth  much  more  than  10  percent.  Out 
of  whose  pocket  does  that  come? 

Mr.  Conners.  Ultimately  it  is  looked  upon  as  a  market  support 
function  at  the  manufacturers. 
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Senator  Lugar.  The  Ford  Motor  Co.  then  accepts  a  loss  of  the 
difference  between  10  percent  and  whatever  the  rate  of  money 
actually  is? 

Mr.  Conners.  Not  directly.  We  do,  but  then  ultimately  we  have 
to  be  supported  from  time  to  time  by  the  parent  company. 

Senator  Lugar.  All  right,  then.  The  finance  company  then  is 
supported  by  the  parent  company,  so  one  or  the  other  of  them  is 
absorbing  that  difference.  So  the  profit  of  the  finance  company,  or 
ultimately  the  Ford  Motor  Co.,  is  diminished  that  much. 

Mr.  Conners.  Yes,  sir. 

Mr.  Gilbert.  Mr.  Chairman,  we're  not  fortunate  enough  to  have 
a  captive  company  so  we  have  to  go  to  the  marketplace.  We  have  to 
be  able,  in  order  to  assist  our  dealers,  we  have  been  able  to  develop 
national  agreements  with  major  financing  sources  to  provide  help, 
particularly  in  the  inventory  financing  area.  When  you  ask  the 
question  who  pays  for  this,  obviously  it  has  to  be  included  in  the 
price  of  the  product,  because  it's  a  cost.  It's  a  subsidy,  it's  in  the 
price  of  the  product;  and  thus,  ultimately,  the  consumer,  including 
the  cash  purchaser,  pays  for  it.  So  it  is  spread  across  all  of  the 
product,  really.  I  think  it  applies  to  Ford,  too. 

SHIFTING  COSTS  TO  OTHER  STATES 

Senator  Lugar.  This  leads  to  an  intriguing  possibility  that  other 
States  of  the  Union  are  supporting  purchases  of  Ford  cars  in  Ar- 
kansas. 

Mr.  Conners.  Not  entirely.  Other  States  in  the  Union  not  re- 
stricted by  rate  ceilings,  the  retail  rates  in  the  so-called  free  mar- 
kets are  established  by  different  methods.  But  I  guess  basically  the 
competitive  pressures  in  each  of  our  180-rate  areas  are  the  most 
determining  factor.  I  don't  know  if  the  rates  in  States  without  rate 
caps  would  change  significantly  if  the  rate  in  Arkansas  were  to 
seek  its  market  level. 

Senator  Lugar.  The  rate  would  not  change.  But  given  your 
analysis,  the  overhead  charged  by  Ford,  or  whoever  else  it  was — 
generally,  if  you  have  absorbed  in  Arkansas  or  elsewhere  a  loss,  it's 
going  to  be  passed  on  in  some  other  place  where  the  tide  will  bear, 
I  presume.  In  other  words,  I  think  what  we  are  looking  at  here  is  a 
shifting  of  the  incidence  of  taxation  of  sorts,  or  at  least  of  costs,  in 
which  blockages  in  the  system  in  one  situation  lead  to  something 
jumping  out  somewhere  else. 

Mr.  Conners.  Certainly  Ford  Motor  Co.,  as  well  as  General 
Motors  and  Chrysler  Corp.,  have  overall  costs,  you  know.  Whether 
they  come  proportionately  from  each  State,  I  don't  know. 

Senator  Lugar.  The  reason  I  raise  this  question  is  to  point  out 
that  this  is  a  national  issue?  If,  in  fact,  automobiles  were  pur- 
chased only  in  two  or  three  States  of  the  Union,  or  if  they  were  a 
peculiarly  local  factor,  then  there  probably  is  some  philosophical 
basis  for  Baying  it  is  totally  a  State  problem.  Only  Arkansas  people 
have  automobiles,  whereas  Indiana  people  have  recreational  vehi- 
cles. 

But  since,  in  fact,  there  appear  to  be  automobiles  everywhere 
when  there  are  blockages  in  the  system  provided  by  all  sorts  of 
State  laws  and  situations,  then  this  leads  to  a  considerable  inequity 
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throughout  our  national  market.  And  that,  of  course,  is  one  reason 
why  we're  looking  at  this. 

And  you  support,  in  your  testimony,  a  look-see,  certainly,  and 
we've  gone  farther  than  that,  as  a  matter  of  fact,  of  suggesting 
remedies  and  urgency  for  change.  But  we  would  appreciateTfor  the 
sake  of  the  record,  additional  data  that  you  might  have  that  will 
lead  to  an  answer  to  Senator  Dodd's  question,  because  it  is  impor- 
tant for  us  to  try  to  isolate  the  effects  of  the  interest  and  the  credit 
problem  as  opposed  to  other  problems. 

Each  of  you  have  been  very  forthright  in  pointing  out  economic 
cycles,  fuel  costs  and  all  sorts  of  other  things  that  enter  into  this. 
But  to  the  extent  we  can  isolate  the  credit  problem  and  the  loss  of 
sales  and  the  loss  of  gross  national  product  in  this  great  country  of 
ours,  the  loss  of  revenue  coming  into  the  Federal  Government 
because  we  are  unable  to  solve  these  problems  in  the  market,  these 
would  all  be  very  useful  pieces  of  information  as  we  proceed. 

I  thank  you  for  coming  this  morning  and  for  your  patience  in 
waiting  for  this  time  of  testimony. 

The  chair  would  like  to  call  on  the  final  panel,  Mr.  Robert  B. 
Evans,  senior  vice  president  and  general  counsel,  National  Con- 
sumer Finance  Association  of  Washington,  D.C.;  and  Mr.  B.  Doug- 
las Brandon,  Jr.,  of  the  Brandon  Furniture  Co.,  Inc.,  Little  Rock, 
Ark.,  on  behalf  of  the  National  Home  Furnishings  Association. 

STATEMENT  OF  ROBERT  B.  EVANS,  SENIOR  VICE  PRESIDENT 
AND  GENERAL  COUNSEL,  NATIONAL  CONSUMER  FINANCE  AS- 
SOCIATION, AND  B.  DOUGLAS  BRANDON,  JR.,  BRANDON  FUR- 
NITURE CO.,  INC.,  ON  BEHALF  OF  THE  NATIONAL  HOME 
FURNISHINGS  ASSOCIATION,  ACCOMPANIED  BY  PAULA 
TREAT  OF  THE  NATIONAL  HOME  FURNISHINGS  ASSOCIATION 
Senator  Lugar.  Would  you  introduce  your  associate? 
Mr.  Brandon.  I  have  with  me  Paula  Treat  with  the  National 
Home  Furnishings  Association. 

Senator  Lugar.  Mr.  Evans,  would  you  proceed  with  your  testimo- 
ny First  of  all? 

Mr.  Evans.  Thank  you,  Mr.  Chairman.  As  the  committee  is 
aware,  we  testified — I  am  Robert  B.  Evans  of  NCFA,  National 
Consumer  Finance  Association.  We  testified  in  May  at  great  length 
on  preemption  and  I  have  incorporated  some  of  that  testimony  in 
today's  testimony,  but  will  omit  it  from  my  summary  because  I 
believe  the  committee  is  familiar  with  it.  Nevertheless,  we  would 
point  out  that  we  vigorously  support  S.  1406  and  we  commend  the 
sponsor  and  the  committee  for  having  these  hearings. 

RESTRUCTURING   FINANCIAL  INSTITUTIONS 

We  support  Federal  preemption  deregulation  of  State  consumer 
credit  and  usury  ceiling  which  we  view,  like  Dr.  Johnson,  as  simply 
a  price  control  imposed  upon  the  use  of  money.  The  Federal  pre- 
emption of  consumer  credit  usury  ceilings  is  a  natural  step  in  the 
progression  of  deregulation  and  restructuring  of  our  Nation  s  finan- 
cial institutions. 

I  would  like  to  reiterate,  as  have  others  before  us,  that  it  follows 
that  if  the  largest  group  of  creditors  in  the  country  may  now 
charge  market  rates  for  the  use  of  their  funds,  other  creditor 
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groups  who  borrow  from  them  must  be  accorded  the  same  privi- 
lege. It's  just  a  fact  of  life  and  this  largest  group  is,  of  course, 
individual  savers,  and  they  are  the  source  of  virtually  all  savings. 

With  regulation  Q  on  its  way  to  oblivion  and  with  it  adminis- 
tered savings  rates,  the  individual  saver  will  be  able  to  command 
market  rates  for  his  funds,  and  naturally  we,  as  financial  institu- 
tion intermediaries  which  employ  these  funds,  must  be  free  to  do 
the  same  thing  or  forgo  lending  when  market  rates  exceed  any 
statutory  saving. 

I  would  like  to  deal  briefly  with  one  area  of  the  preemption 
which  occurred  during  1980,  because  I  think  it  is  significant  here. 
Last  year  the  Congress  preempted  State  usury  ceilings  on  first 
mortgage  loans,  commercial  loans  and  agricultural  loans  and  those 
regulating  the  financing  of  manufactured  housing,  mobile  homes. 
The  results  have  been  salutary . 

Many  of  the  State  rate  restrictions  on  manufactured  housing 
have  proved  insufficient  to  provide  consumers  funding  for  the  pur- 
chase of  new  homes.  The  flexibility  of  the  Federal  rate  is  demon- 
strated by  the  experience  of  one  of  the  Nation's  largest  finance 
companies.  In  March  of  1981,  shortly  after  deregulation  preemp- 
tion, that  company  operated  under  Federal  preemption  in  26 
States.  Today  it  continues  to  do  so  only  in  33  States,  providing  for 
funding  for  housing  which^simply  would  not  otherwise  exist  under 
today's  high  money  cost.  This  is  one  area  which  has  worked,  has 
worked  dramatically,  and  for  people  who  were  in  the  most  need  of 
funding  for  housing  support  or  housing. 

NCFA  believes  enactment  of  title  II  of  S.  1406  will  increase  the 
availability  of  credit  by  preempting  State  usury  ceilings  on  con- 
sumer credit  while  retaining,  and  this  is  most  important,  all  forms 
of  State  consumer  protection  provisions. 

CONSUMER  PROTECTION   UNDISTURBED 

As  important  as  what  S.  1406  will  do  is  what  it  does  not  do.  The 
bill  leaves  undisturbed  the  full  panoply  of  consumer  protections  at 
the  State  level  and  at  the  Federal  level,  I  might  add.  Consumer 
finance  companies  in  our  case  are  licensed  and  regulated  in  every 
State  in  which  they  operate.  The  licensing  often  includes  an  inves- 
tigation of  the  applicant's  character,  fitness  and  financial  stability. 
Regulatory  requirements  include  examination  by  State  examiners 
for  compliance  with  State  and  Federal  truth  in  lending  disclosures, 
compliance  with  refunding  provisions  and  supervision  of  collection 
practices. 

Likewise,  compliance  with  all  other  State  regulations  will  contin- 
ue. Virtually  every  State  has  a  commissioner  of  consumer  credit 
charged  with  the  regulation  of  consumer  finance  companies.  Every 
State  has  required  disclosures  for  each  type  of  consumer  credit — 15 
States  have  requirements  which  substantially  parallel  the  pattern 
of  the  Truth-in-Lending  Act — 48  States  prohibit  deceptive  advertis- 
ing. Virtually  all  States  have  adopted  some  form  of  statutory  repos- 
session procedures  by  which  personal  property  may  be  recovered  if 
wrongfully  taken.  Credit  insurance  is  reserved  to  State  control. 
Every  State  has  its  own  comprehensive  act  regulating  the  sale  of 
credit-related  insurance.  The  premiums  for  such  insurance  and 
providing  payments  for  violations. 
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The**  protections — we  bctiev*  tins 
remain  undusurbed  by  3.  I-tM  and  compiaaic*  will  asetmae  to  be 
Hieaswrw*  by  the  Statu  eomminomrs  of  consamer  credit,  jebc  as 
bank*  and  s»iti9  and  loan  asBociaEions  continue  to  be  regulated. 
Even  where  their  first  mortgage-  ratt  eeiirngs  have  been  dnegulat- 
fto",  the  eonsomer  finance  rndngtry  "ill  sure!?  remain  regulated. 

Lee  me  deal  briefly  with  S.  963  We  wouid  welcome  soeh  tegxda- 
twvn  because  tt  would  provide  some  relief  from  the  aniqoe  restric- 
tions imposed  in  Arkansas  and  the  District  of  Colombia-  However, 
that  legislation  simply  would  not  do  the  job.  It  smpty  substitute*, 
one  administered  and  inadequate  rate  for  another.  For  this  reason, 
we  believe  that  a  totally  deregulated  rate  is — approach  is  vastly 
preferable. 

The  experience  of  floating  or  escalating  rates  on  the  State  level 
reflect*  that  adjustment  of  an  administered  rate,  even  a  n«ting 
one,  lags  behind  the  financial  marketplace.  States  such  as  Oklaho- 
ma and  South  Carolina,  which  have  enacted  laws  patterned  upon 
the  Uniform  Consumer  Credit  Code  with  ceiling  and  rate  escala- 
tors, are  now  considering  total  deregulation. 

Many  States  have  attempted  to  provide  rate  relief  on  a  floating 
basis  or  by  providing  for  temporary  relief  with  sunset  pnlu-jgg 
thereby  deferring  painful  legislative  reevaluation  of  the  issue  to  a 
later  date.  And  in  our  testimony  we  list  here  20  States  which, 
although  having  granted  rate  relief,  have  done  so  on  a  temporary 
basis,  all  of  which  will  expire  sometime  within  the  next  2,  3.  or  4 
years. 

Now,  finance  companies,  like  all  other  financial  institutions,  re- 
quire the  funds  of  other  to  relend.  Financial  institutions  are  liable 
for  repayment  of  these  funds  at  a  fixed  future  date  or  date,  unlike 
equity.  Hence,  the  term  liabilities  is  used  to  describe  them.  Unlike 
other  financial  institutions,  however,  only  a  minor  percentage  of 
finance  company  liabilities  are  deposits.  Virtually  all  funds  are 
purchased;  that  is,  borrowed  on  the  marketplace  from  the  public  or 
other  financial  institutions. 

Finance  company  liabilities  in  1980,  as  set  forth  in  the  attached 
Federal  Reserve  Board  data,  show  that  we  had  about  40-plus  per- 
cent in  short-term  debt.  This  is  debt  due  in  less  than  1  year,  and  it 
is  obviously  at  current  money  market  rates.  It  is  obvious  that 
finance  company  cost  of  funds  must  reflect  current  money  market 
fund  conditions  and  must,  of  course,  be  marked  up  in  order  to 
make  a  profit. 

We  have  shown  also  in  the  following  tables  a  list — well,  it's  in 
my  summary  on  page  7.  Elsewhere,  the  estimated  overall  cost  of 
borrowing  in  1979,  1978  for  members — I  believe  this  is  a  unique 
disclosure  for  any  type  of  financial  institution  because  it  is  gained 
solely  from  reports  filed  by  our  members  with  the  association.  And 
you  can  see  in  1979  and  1978  the  cost  of  funds  varying  by  size  of 
company  ranged  all  the  way  from  a  low  in  1978  of  about  8  percent 
to  a  high  for  the  small  companies  in  1979  of  about  18  percent.  It's 
quite  obvious  that  if  those  companies  are  paying  18  percent  or 
more  for  their  rate  funds,  you  simply  cannot  turn  around  and 
render  that  anywhere  close  to  that  rate,  at  least  have  3  or  4  points 
over  that. 
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The  pressure  and  volatility  of  the  high  money  costs  with  the 
prime  rate  reaching  20  percent  impacts  alt  segments  of  the  con- 
sumer finance  industry's  markets.  Although  finance  company  rates 
as  high  as  36  percent  apply  in  very  few  States  with  very  small  cash 
loans,  Federal  Reserve  Board  data  revealed  finance  companies 
charged  an  overall  average  rate  of  21.1  percent  on  loans  made  in 
1980.  This  has  really  been  true  for  the  last  decade. 

Now,  an  interesting  phenomenon  here  that  is  occurring;  tradi- 
tionally consumer  lenders,  the  consumer  small-loan  type,  has 
served  the  marketplace  frequented  by  the  marginal  or  less  trust- 
worthy borrowers.  These  are  typically  unsecured  loans.  It  is  appar- 
ent to  us  on  the  data  that  the  Federal  Reserve  Board  has  collected 
on  and  compared  with  internal  data  compiled  by  NCFA,  that  our 
members  are  leaving  the  small,  unsecured  loan  marked.  Last  year 
in  1980  we  estimate  the  decrease  in  outstanding  in  this  area  was 
$2.3  billion,  while  in  the  overall  there  is  an  increase  in  loans 
outstanding;  and  much  of  this  had  to  be  accounted  for  by  second 
mortgages.  In  other  words,  if  you  don't  have  a  home  and  you  don't 
have  valuable  security  today  or  a  very  good  credit  rating,  your 
chances  of  getting  consumer  cash  credit  have  been  much  dimin- 
ished. 

We  have  included,  Mr.  Chairman,  data  here  with  respect  to 
limitations  on  rate  ceilings  for  various  States,  depending  on  wheth- 
er we  are  looking  at  cash  loans,  the  financing  of  other  goods,  the 
financing  of  automobiles,  or  whatever.  And  you  can  see  many  of 
these  rate  ceilings  are  simply  so  low  that  financing  could  not  take 
place. 

We  would  finally  report  that  even  the  States  themselves  have 
obviously  been  acting  in  this  area,  but  they  are  having  problems  in 
doing  so.  I  refer  to  recent  hearings  in  Michigan  as  reported  by  the 
Detroit  Free  Press.  The  Banking  Commissioner  Martha  Seger 
stated  through  the  press  that  market  forces  are  better  regulated, 
they  are  more  informed  and  respond  faster  than  any  legislature  on 
the  face  of  the  Earth.  Consumers  are  better  served  and  protected 
by  numerous  lenders  competing  for  their  business  than  by  a  hoard 
of  bureaucrats  sitting  in  Lansing. 

Commissioner  Seger  stated  removing  ceilings  on  consumer  loans 
would  be  an  important  step  in  reviving  Michigan's  stagnant  econo- 
my. I  think  it's  important  we  take  the  attitude  of  Commissioner 
Seger  and  other  such  commissioners  into  account,  because  they  do 
not  feel  they  will  be  left  in  a  vacuum  wherever  preemption  comes 
from;  that  they  have  other  State  laws  and  other  laws  protecting 
consumers  and  ample  weapons  to  take  care  of  abuses  in  the 
market. 

I  would  also  point  out  from  the  attached  editorial  from  the 
Cleveland  Plain  Dealer,  that  that  naper  fully  endorsed  rate  relief 
in  the  case  of  lending  institutions  in  Ohio,  pointing  out  some  122 
consumer  finance  offices  in  Ohio  closed  since  the  last  rate  increase 
in  1975.  No  rate  increases  have  been  accorded  while  operating  costs 
have  risen  56  percent  at  the  same  time. 

STATES  RIGHT  VERSUS  FEDERAL  PREEMPTION 


Finally,  I  would  like  to  anticipate  or  answer,  although  it's  not  in 
my  summary  presentation,  the  problem  relating  to  States'  i      its 
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STATEMENT  OF 

ROBERT  B.  EVANS 

SENIOR  VICE  PRESIDENT  AND  GENERAL  COUNSEL 

NATIONAL  CONSUMER  FINANCE  ASSOCIATION 

Mr.  Chair-man  and  Members  of  the  Committee 

My  name  1$  Robert  B.  Evans.  Senior  Vice  President  and 
General  Counsel  for  the  National  Consumer  Finance 
Association  {NCFA),   Organized  1n  1916,  NCFA  1$  the  national 
trade  association  of  companies  engaged  in  the  consumer 
credit  business.   NCFA  represents  over  700  companies 
operating  more  than  15,000  offices  serving  the  public 
throughout  the  country.   The  membership  of  NCFA  1s  highly 
diversified  ranging  from  single  small  loan  offices  to 
substantial  nationwide  organizations  engaged  in  unsecured 
direct  lending,  second  mortgage  lending  and  the  financing  of 
the  sale  of  durable  goods.   In  sum,  the  consumer  finance 
Industry  accounts  for  approximately  one-fourth  of  all 
consumer  credit  extended  or  approximate'/  175  billion  of  the 
$300  plus  billion  outstanding. 

NCFA  greatly  appreciates  this  opportunity  to  appear  to 
present  its  views  on  S.  1406,  the  "Credit  Deregulation  and 
Availability  Act  of  1981"  and  on  S.  963. 

NCFA  supports  federal  preemption  and  deregulation  of 
state  consumer  credit  and  usury  ceilings.   These  limits, 
whether  bearing  the  appellation  "usury  limits"  or  "rate 
ceilings*  are  simply  price  controls  Imposed  upon  the  "use" 
of  money.   Federal  preemption  of  consumer  credit  usury 
ceilings  is  a  natural  step  in  the  orderly  progression  of  the 
deregulation  and  restructuring  of  the  nation's  financial 
institutions.   Indeed,  it  follows  that  -  If  the  largest 
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group  of  creditors  in  the  country  may  now  charge  market 
rates  for  the  use  of  their  funds  -  other  creditor  groups  who 
borrow  from  then  must  be  accorded  the  sane  privilege.   This 
■largest  group"  consists  of  Individual  savers,  the  source  of 
virtually  all  savings.  With  Regulation  <J  on  Its  way  to 
oblivion,  and  with  it  administered  savings  rates,  the 
individual  saver  will  be  able  to  command  market  rates  for 
his  funds;  naturally  the  financial  institutions/Intermedi- 
aries which  employ  these  funds  must  be  free  to  do  the  same 
or  forego  lending  when  market  rates  exceed  any  statutory 
celling. 

Unlike  depository  Institutions  which  may  curb  lending 
and  continue  to  retain  their  customers  through  savings. 
Checking  or  trust  services,  a  consumer  finance  company's 
sole  relationship  to  a  customer  is  the  extension  of  credit. 
Turning  down  a  customer  translates  to  losing  that  customer. 
Accordingly,  preemption  and  therefore  continuing  ability  to 
serve  Us  customers  is  a  vital  issue  for  the  consumer 
finance  industry,  particularly  during  times  of  volatile 

The  consumer  finance  Industry  is  unique  among  the 
financial  Institutions  advocating  federal  preemption.   While 

financial  institutions  that  preemption  is  desirable,  the 
consumer  finance  industry  which  1s  universally  licensed, 
regulated  or  operating  pursuant  to  state  law  also  supports 
federal  Intervention. 
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Finally,  the  consumer  finance  industry  H  subject  to 
considerably  greater  restriction  m  the  employment  of  Us 
assets  than  are  competing  financial  institutions.   These 
state-imposed  restrictions  Include:   (1]  limitations  on  the 
amount  and  duration  of  credit  that  may  be  extended;  (2) 
limitations  on  the  type  of  property  which  may  secure  an 
extension  of  credit,  and  (3)  extraordinary  penalties  for 
violations  of  contrct  terms.   KCFA  does  not,  however,  seek 
federal  preemption  of  these  restrictions,  merely  the  dereg- 
ulation of  the  rate  component.  He  believe  that 
■deregulation"  of  the  above  state-Imposed  restrictions 
should  (and  »111)  come  from  the  states  as  a  by-product  of 
rate  deregulation. 
Previous  Preemption  of  Consumer  Hates 

The  Congress,  various  administrative  agencies  and  pro- 
gressive state  legislatures  have  already,  to  a  large  degree, 
recognized  the  soda)  benefit  of  deregulating  Interest 
rates.   Congress  preempted  state  ceilings  on  second  mortgage 
lending  restricting  the  Federal  Housing  Administration's 
Title  I  home  improvement  loan  program  In  the  Housing  and 
Community  Development  Amendments  of  1979.   Last  year,  in  the 
Depository  Institutions  Deregulation  and  Monetary  Control 
Act  of  1980,  it  preempted  state  usury  ceilings  on  first 
mortgage  loans,  commercial  loans  and  agricultural  loans,  and 
for  the  financing  of  manufactured  housing  (mobile  homes). 
It  also  provided  parity  of  powers  for  state  chartered 
federally  insured  financial  Institutions. 
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The  preemption  of  State  usury  ceilings  on  manufactured 
housing  provides  an  Instructive  example  of  the  benefits  of 
federal  Intervention.   Many  of  the  state  rate  restrictions 
on  Manufactured  housing  have  proven  Insufficient  to  provide 
consumers  funding  for  the  purchase  of  new  homes.   The  flexi- 
bility Of  the  federal  rate  1s  demonstrated  by  the  experience 
of  one  of  the  largest  finance  companies.   In  March  of  1981, 
that  company  operated  under  federal  preemption  in  twenty-six 
states.   Today  It  does  so  In  thirty-three  states,  providing 
funding  for  housing  which  would  not  otherwise  exist  under 
today's  high  money  costs. 

Administrative  agencies  have  also  recognized  the 
desirability  of  preemption.   Last  year,  in  its  report  to 
Congress  the  Interagency  Task  Force  on  Thrift  Institutions 
concluded  that  usury  ceilings  produced  undesirable  economic 
effects,  and  recommended  that  Congress  override  such 
restrictions  for  consumer  lending.   More  recently,  the 
Secretary  of  the  Treasury  testified  before  the  Financial 
Institutions  Oversight  Hearings  that  "...usury  ceilings  only 
distort  financial  markets  and  credit  flows  and  do  not  reduce 
the  cost  of  credit  in  the  economy.   Instead,  these  ceilings 
simply  alter  or  hide  the  cost  and  result  in  credit  being 
allocated  by  non-market  criteria.   We  would  favor  their 
preemption  for  all  loans  in  the  manner  prescribed  in  the 
Deregulation  Act." 
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HCFA  Supports  S.  1406 

NCFA  supports  S.  1406,  the  Credit  Deregulation  and 
Availability  Act  of  1381,  and  commends  its  sponsors  for  this 
Important  step  In  deregulating  consumer  credit. 

NCFA  believes  that  the  enactment  of  Title  II  of  S.  1406 
will  increase  the  availability  of  credit  by  preempting  state 
usury  ceilings  on  consumer  credit,  while  retaining  all  forms 
of  State  consumer  protection  provisions. 

As  important  as  what  S.  1406  Mill  do,  is  what  It  does 
not  do.   This  bill  leaves  undisturbed  the  full  panoply  of 
consumer  protections.   Consumer  finance  companies  are 
licensed  and  regulated  1n  every  state  in  which  they 
operate.   The  licensing  often  Includes  an  Investigation 
of  the  applicant's  character,  fitness,  and  financial 
stability.   Regulatory  requirements  include  examination 
by  state  examiners  for  compliance  with  state  and  federal 
truth-m-lending  disclosures,- compl lance  with  the  refunding 
provisions  and  a  supervision  of  collection  practices. 

While  compliance  with  the  maximum  state  rates  would  be 
eliminated  through  the  passage  of  this  legislation, 

Virtually  every  state  has  a  commissioner  of  consumer  credit 
charged  with  the  regulation  of  consumer  finance  companies. 
Every  state  has  required  disclosures  for  each  type  of 
consumer  credit;  fifteen  states  have  requirements  which 
substantially  parallel  the  federal  Truth-tn-Lending  Act. 
Forty-eight  states  prohibit  deceptive  advertising. 
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Virtually  all  states  have  adopted  some  form  of 
statutory  repossession  procedures  by  which  personal  property 
i»ay  be  recovered  if  wrongfully  taken.   Credit  Insurance  is 
reserved  to  state  control;  every  state  has  Us  own  compre- 
hensive act  regulating  the  sale  of  credit  related  insurance, 
the  premiums  for  such  Insurance,  and  providing  penalties  for 
violations. 

These  protections  will  remain  undisturbed  by  S.  1406 
and  compliance  will  continue  to  be  measured  by  the  state 
eoMMtssloners  of  consumer  credit.  Just  as  banks  and  savings 
and  loan  associations  continue  to  be  regulated,  even  where 
their  first  mortgage  rate  ceilings  have  been  deregulated, 
the  consumer  finance  industry  will  remain  highly  regulated 
under  S.  1406, 

In  conclusion.  Section  532(a)(3)  of  S.  1406  defines  a 
creditor  to  include  only  those  persons  who  complied  with 
state  licensing  requirements  or,  in  order  to  begin  making 
extensions  of  credit,  who  become  subject  to  the  applicable 
regulatory  requirements  and  enforcement  mechanisms  provided 
by  state  law.   S.  1406  only  preempts  state  usury  ceilings, 
it  does  not  preempt  state  consumer  protections. 
Administered  Rates  Have  Proven  Inadequate 

While  NCFA  welcomes  S.  963  as  legislation  which  would 
provide  some  relief  from  the  unique  restrictions  imposed  in 
Arkansas  and  the  District  of  Columbia,  that  legislation 
simply  substitutes  one  administered  -  and  inadequate  -  rate 
for  another.   For  this  reason  we  believe  that  a  totally 
deregulated  rate  approach  is  preferable.  . 
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The  experience  of  floating  or  escalating  rates  on  the 
state  level  reflects  that  adjustment  of  an  administered 
rate,  even  a  floating  one.  lags  behind  the  financial 
marketplace.   States  such  as  Oklahoma  and  South  Carolina, 
which  have  enacted  laws  patterned  upon  the  Uniform  Consumer 
Credit  Code  with  celling  and  rate  escalators,  are  now 
considering  total  deregulation.   Many  states  have  attempted 
to  provide  rate  relief  on  either  a  floating  basis  or  by 
providing  for  temporary  relief  with  sunset  clauses,  thereby 
deferring  painful  legislative  reevaluation  of  the  issue  to  a 
later  date. 

In  the  following  states  consumer  finance  laws  face  such 
a  prospect : 


cut  Auto  Sales  (March  1.  1983) 
Hawaii  Industrial  Loan  [July  1,  1985) 
Illinois  Auto  Sales  (December   31,  1981) 
Iowa  Industrial  Loan/Retail  Credit  (July  1,  1983) 
Kansas  Bank  Loans  (July  1,  1982) 
Maryland  Auto  Sales  (July  1,  1982) 
Michigan  Bank  Loans/Auto  Sales  (December  1,  1981) 
Minnesota  Industrial  Loans/Auto  Sales  (July  31,  1983) 
Mississippi  Small  loan/Auto/Revolvtng  Credit  (June  30,  198: 
Montana  Deregulation  (July  1,  1982) 
New  Mexico  Deregulation  (July  1,  1983) 
New  York  Deregulation  (June  30,  1983) 
North  Carolina  Small  Loan  (July  1,  1933) 
Rhode  Island  Second  Mortgage  (April  1,  1982) 
South  Carolina  First  Mortgage  (June  30,  198S) 
South  Oakota  Auto/Retail  Sales  (July  1,  1983) 
Utah  Consumer  Credit  (July  1,  1982) 
West  Virginia  Instal Iment /Auto/Industrial /Second 
Mortgage/Revolving  (July  1,  1982) 

Restrictive  Ceilings  and  Capitalization 

Finance  companies,  like  all  other  financial  institu- 
tions, acquire  the  funds  of  others  to  re-lend.  Financial 
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company  cost  of  funds  Must  reflect  current  money  market 
conditions.   If  this  cost  cannot  be  recovered  in  turn  from 
the  finance  company  borrowers  -  because  of  restrictive  state 
rate  ceilings  -  then  return  on  Invested  capital  becomes 
unsatisfactory  {less  than  would  be  provided  In  a  market 
regulated  environment)  or,  at  the  extreme,  nonexistent. 
Credit  is  denied,  and  some  creditors  go  out  of  business  or 
divert  capital  to  more  productive  endeavors. 

The  estimated  cost  of  borrowing  for  finance  companies 
reflects  the  pressure  money  costs  exert  on  smaller  inde- 
pendent finance  companies.  Many  of  those  companies  are 
dependent  upon  rediscount ing  companies  at  rates  of  4S  or 
more  over  the  prime  rate.  The  following  chart  Indicates 
the  extremes  of  money  costs  to  finance  companies  for  the 
years  1978  and  1979: 

ESTIMATED  OVERALL  COST  OF  BORROWING  IK  1979  AMD  1978 
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Usury  Ceilings  and  the  Finance  Industry  Market 

The  pressure  of  volatile  and  high  Money  costs,  with  a 
prime  rite  hovering  at  19X  Impacts  all  segments  of  the  con- 
sumer finance  Industry's  markets.  Although  finance  company 
rates  as  high  as  36S  APR  apply  in  a  few  states  for  very 
small  cash  loans.  Federal  Reserve  Board  data  reveal  that 
finance  companies  charged  an  overall  average  rate  of  21.11 
on  loans  made  in  I960. 

FINANCE  RATES,  MATURITIES  AND  AVERAGE  AMOUNT  FINANCED 


Additionally,  the  three  major  segments  Of  the  industry; 
small  loans,  secondary  mortgage  and  sales  finance  are  often 
hampered  by  restrictive  ceilings. 
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The  snail  loans  acts  provide  the  framework  for  lending 
to  consunet-s  who  would  otherwise  be  effectively  denied 
access  to  the  credit  marketplace,   when  money  costs  rise 
these  loans,  whose  interest  rates  reflect  their  labor 
intensive  and  higher  risk  unsecured  nature,  become 
unavailable.   Although  Federal  Reserve  Board  statistics 
reflect  that  finance  company  outstandings  of  personal 
loans  at  year  end  1980  stood  at  131.6  billion,  up  from 
130.6  billion  in  1979,   these  statistics  are  not  truly 
reflective  of  the  shift  fro*  unsecured  lending. 

At  the  end  of  1979,  HCFA  estimates  indicate  that  38* 
{til. 7  billion)  of  the  S30.6  billion  in  cash  loans  as 
reported  by  the  Board  was  in  loans  secured  in  while  or  in 
part  by  second  mortgages.   Data  are  not  available  for  1980, 
but  it  is  probable  that  second  mortgages  nay  have  increased 
to  nearly  50*  of  the  $31.6  billion  outstanding  as  reported 
by  the  Board.   On  the  basis  of  this  projection,  approxi- 
mately J  is  billion  in  second  mortgages  was  outstanding  and 
16.6  billion  in  unsecured  loans.  Implying  that  the  former 
increased  by  $3.3  billion  in  1980,  while  unsecured  cash 
loans  actually  decreased  by  $2.3  billion. 

This  drop  in  unsecured  lending,  as  assets  are  shifted 
to  second  mortgage  lending,  1s  attributable  in  part  to  re- 
strictions on  small  loan  rates  in  states  such  as: 

Arkansas:      10%  constitutional  restriction 
District  of 

Columbia:       No  statutory  provisions 

Michigan:      31*  per  year  to  $500,  13*  to  $3,000  or  18* 
on  the  entire  balance 
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New  Hampshire:  2X   per  month  to  1600,  1  1/2*  per  month  to 
SI  .500.  1/2*  per  month  on  larger  loans 

Nebraska:     24*  per  year  to  11,000,  ies  to  15,000, 
16*  to  17,000 

In  the  area  of  second  mortgage  lending,  it  is  ironic  that 

while  first  mortgage  lending  1s  at  market  rates,  second 

mortgages  are  limited.   Ceilings  on  second  mortgage  rates 

are  often  below  the  current  cost  of  funds  and  the  prime 

lending  rate,  as  the  state  ceilings  below  reflect: 

Arkansas;  101  constitutional  restriction 

Colorado:  18*  per  year  (Industrial  lending) 

Connecticut:  18*  per  year  (if  licensed  lender) 
District  of  Columbia:  15t  per  year 

Florida:  18*  per  year 

Kansas:  18*  per  year  {UCCC  large  loans) 

Maryland;  16*  per  year  plus  2*  fee 

Oklahoma:  18*  per  year  (UCCC  large  loans) 

Pennsylvania:  1.45*  per  month  (17.64*  APR) 

Vermont:  18*  per  year 

Usury  rates  restrict  the  availability  of  credit  for  motor 

vehicles  and  other  consumer  goods  In  states  such  as: 

Alabama:       18*  retail  sales 

Alaska:         110-8  0  1000  (min.  112-10  9  8  mos.) 
(acq.  125  motor  vehicles;  110  other 

Arkansas:  10*  constitutional  restriction 

Connecticut:  18*  motor  vehicle  and  retail  sales 

Michigan:  112-10  9  500 

Minnesota:  18*  retail  sales  (if  retailer  under 

Missouri;  18*  retail  sales 
Washington:  18*  retail  sales 
West  Virginia:  18*  administered  rate 

The  restrictive  effect  of  state  usury  ceilings  has 
been  recognized  by  regulators  such  as  Michigan  state 
banking  commissioner  Martha  Seger  who  In  a  Detroit  Free 
Press  Interview  stated  'market  forces  are  beter  regulators 
They  are  more  Informed  and  respond  faster  than  any  legis- 
lature on  the  face  of  the  earth. .  .consumers  are  better 
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served  and  protected  by  numerous  lenders  competing  for 
their  business  than  by  a  horde  of  bureaucrats  sitting  in 
Lansing.'  Commissioner  Seger  has  stated  that  removing 
ceilings  on  consumer  loans  would  be  an  Important  step  1n 
reviving  Michigan's  stagnant  economy. 

The  attached  editorial  from  the  Cleveland  Plain  Dealer 
reflects  the  results  of  restrictive  ceilings.  Citing  the 
closing  of  1??  consumer  finance  offices  in  Ohio  since  the 
last  rate  Increase  in  1975.   Since  that  rate  increase 
finance  company  operating  costs  have  risen  56J  forcing  some 
companies  to  move  operations  to  other  states  Kith  more 
favorable  regulations. 

Continuing  piece-meal  erosion  of  rate  ceilings  through 
federal  legislation,  administrative  interpretation,  and 
judicial  construction,  especially  as  U  tends  to  favor 
federally  chartered  institutions,  has  resulted  in  a 
virtual  "de  facto"  deregulation  for  many  advantageously 
situated  Institutions. 

This,  along  with  the  entry  of  savings  and  loans  into 
consumer  credit  and  the  growth  of  unsecured  consumer  lending 
by  banks,  largely  through  the  medium  of  the  credit  card,  has 
forced  the  consumer  finance  industry  to  assess  its  competi- 
tive position.   As  a  growing  and  highly  Important  segment  of 
the  consumer  credit  market,  it  will  compete  favorably  with 
other  financial  institutions;  this  can  best  be  done  in  a 
totally  deregulated  rate  environment.   We  strongly  support 
immediate  across-the-board  preemption  of  all  usury  ceilings, 
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Inflation  hits  loans 

The  battle  against  inflation  sometimes. 
has  to  yield  while  victims  of  soaring  costs  ' 

-  catch  up.  So  it  is  that  small  loan  compa- 
nies in  Ohio  have  nude  a  reasonable  ease' 
for  charging  up  to  3%  more  in  interest. 
The  Ohio  House  has  given  overwhelming 
approval  to  a  hill  that  would  permit  the 
i  rate  to 'go  from  18%  to  SIX  and  we  urge 
the  Senate  to  follow  suit .. ' 
:'v  The  lari  rate  incroaae  was  la  1975  and 
■  t&e'finince  company  lobby  argued  persua- ; 

'  lively  that  since  then  operating  costs  have 

Jrisen'58%.'  Profits  have  declined  and  122 
Ohio  offices  have  closed.  Some  companies 
moved  operations  to  other  states  wilt 

'  piore' favorable  regulations.  '..'*' 

For  many  borrowers  and  for  a.variety 
of-  reasons,  the  finance  company   Is  the. 

"only "avenue  for  small  loans  and  while. 
their  rates  are  higher  than  those  ol  banks 

'and" credit  onions,  tbey  are  controlled.  For 
an  average  loan-of.  Il.lti,  the  annual, 
interest  rate-will  be  27.79*  compared 
with  iS.27%  at  present 
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Senator  Lugar.  Thank  you,  Mr.  Evans. 

The  Chair  will  call  on  Mr.  Brandon  for  his  testimony. 

Mr.  Brandon.  Thank  you.  Mr.  Chairman,  distinguished  members 
of  the  subcommittee,  my  name  is  Doug  Brandon  and  I  am  presi- 
dent and  owner  of  the  Brandon  Furniture  Co.  in  Little  Rock,  Ark. 

Our  firm  was  founded  by  my  father  over  30  years  ago  and  I 
succeeded  him  in  managing  our  five  stores. 

I  would  like  to  digress  a  minute  to  tell  you  that  I  have  had  the 
experience  of  starting  from  a  very  small  business  and  hopefully 
building  one  to  some  degree  of  success.  The  first  year  I  was  in 
business  in  1956  after  serving  in  the  army  our  annual  volume  was 
$123,000  with  four  employees.  So  we  have  to  some  degree  of  success 
increased  that  to  five  stores.  I  remember  that  first  year  our  total 
display  area  was  about  5,000  feet.  Today  we  have  over  120,000  feet 
of  display. 

In  addition  to  operating  the  furniture  stores,  I  have  also  been  a 
member  of  the  Arkansas  General  Assembly  for  over  15  years.  It  is 
my  great  pleasure  to  have  served  with  both  Senators  Pryor  and 
Bumpers.  Actually  also  served  as  Senator  Bumpers  budget  chair- 
man of  our  legislative  body. 

In  light  of  this  background,  along  with  the  fact  that  Arkansas 
has  the  lowest  State  usury  ceiling  in  the  United  States  I  feel 

rrticulary  qualified  to  comment  on  the  provisions  of  S.  1406  and 
963. 

So  I  hope  you  will  allow  me  to  approach  this  wearing  three  hats. 
One  as  a  member  of  NHFA  and  serving  on  the  board;  one  as  a 
lawmaker  in  the  State  of  Arkansas  that  has  been  addressed  so 
often  today;  and  one  as  a  retailer  of  a  small  striving  operation. 

I  serve  on  NHFA's  board  of  directors  and  NHFA's  government 
affairs  committee.  NHFA  is  a  national  trade  association  with  vol- 
untary membership  of  over  13,000  independent  home  furnishings 
retail  stores  located  in  all  50  states  and  the  District  of  Columbia. 

Members  of  the  association  are  primarily  family  owned,  single 
store  operations  with  typical  sales  of  under  $1  million  per  year. 

NHFA  appreciates  the  opportunity  to  testify  before  the  Commit- 
tee. During  the  testimony  today  NHFA  hopes  to  accomplish  three 
things.  First,  to  give  the  committee  an  overview  of  the  home  fur- 
nishings industry  and  the  problems  furniture  retailers  must  cope 
with  as  a  result  of  unrealistically  low  State  interest  rate  ceilings. 

Second,  the  testimony  will  address  both  S.  1406  and  S.  963  to 
explain  why  we  strongly  support  interest  rate  deregulation  instead 
of  the  proposed  floating  rate  concept. 

Last,  and  perhaps  most  important,  the  annual  percentage  rate 
myth  will  be  addressed  in  relation  to  the  cost  impact  deregulation 
will  have  on  consumers. 

Nearly  all  retail  furniture  stores  extend  some  form  of  credit.  In 
fact,  the  financed  customer  sale  has  been  the  lifeblood  of  the  retail 
home  furnishings  store  and  the  purchase  method  many  consumers 
find  essential.  Whether  they  are  buying  basic  household  furnish- 
ings or  acquiring  furnishings  to  maintain  their  standard  of  living, 
customers  expect  to  be  able  to  finance  these  major  investments  just 
as  they  would  an  automobile  or  a  home. 

Historically  the  home  furnishings  dealer  has  been  able  to  fulfill 
this  expectation  either  by  financing  the  sale  himself  or  by  assign- 
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ing  the  credit  contract  to  an  outside  source  such  as  a  bank  or  a 
finance  company. 

CUSTOMER   LOYALTY 

Customer  loyalty  is  the  primary  reason  retailers  carry  their  own 
accounts.  Studies  have  shown  that  credit  customers  tend  to  shop 
where  they  have  an  account  and  that  they  buy  more  and  better 
merchandise.  The  consumer  gains  a  responsive,  reliable  supplier 
and  the  retailer  achieves  growth  as  he  cultivates  and  markets  to 
his  own  customers. 

Of  course,  the  retailer  incurs  many  administrative  costs  in  carry- 
ing his  own  accounts.  These  include  forms,  postage,  stationery, 
equipment,  additional  personnel,  losses  on  bad  accounts,  and  inter- 
est paid  on  moneys  borrowed  to  continue  his  business  operation 
while  repayment  over  a  period  of  time  is  being  made  by  the  cus- 
tomer. 

As  an  illustration  of  the  true  extent  of  these  increases  consider 
these  facts  prepared  by  the  Virginia  Retail  Merchants  Association. 
And  I  would  like  to  point  out  these  particular  figures  are  based  on 
the  first  8  months  of  1980.  On  some  of  these  examples,  you  recog- 
nize these  percentage  increases  have  greatly  increased. 

Postage  was  15  cents — and  these  comparisons  are  from  1967  to 
1980.  Postage  up  300  percent  based  on  15-cent  postage. 

Minimum  wage,  based  on  $3.10,  up  148  percent. 

Social  security  has  gone  up  39  percent. 

Wages  subject  to  social  security,  up  292  percent. 

Energy  cost  index,  which  is  a  high  cost  factor  for  furniture 
stores,  up  460  percent. 

Consumer  price  index,  up  143  percent. 

Average  prime  rate — and  these  are  certainly  out  of  date — 173 
percent  based  on  15.35  rate. 

Maximum  allowable  rate  in  Virginia,  which  as  18  percent,  has 
had  an  increase  of  zero.  And  certainly  you  all  know  in  Arkansas 
we  certainly  had  a  zero  rate  increase  based  on  10  percent. 

If  the  retailer  cannot  absorb  these  costs  with  the  finance  charges 
collected  on  credit  sales,  these  costs  must  be  deducted  from  any 
profits  gained  from  the  sale  of  goods. 

Thousands  of  home  furnishings  retailers  are  facing  financial  ex- 
tinction today.  Retailers  who  carry  their  own  accounts  are  crushed 
between  the  tremendously  increased  cost  they  must  pay  for  credit 
services  and  the  limit  on  finance  charge  rates  they  may  legally 
collect. 

Retailers  who  have  used  third  parties  for  financing  customer 
credit  sales  have  found  most  banks  and  finance  companies  have 
abandoned  retail  credit  for  more  lucrative  markets.  Of  the  few 
which  are  still  involved  many  are  charging  retailers  as  much  as  10 
percent  of  the  amount  financed,  and  all  have  much  more  restric- 
tive credit  granting  policies. 

Fair  competition,  which  is  essential  to  keep  consumer  prices 
reasonable,  is  reduced  as  small  businesses  are  forced  to  give  up  in- 
house  credit  and  are  denied  equitable  outside  sources. 

There  is  a  resultant  drop  in  sales  and  market  share,  which  is 
picked  up  by  larger  businesses  which  have  the  financial  resources 
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or  compensating  out-of-State  outlets  to  temporarily  withstand  the 
impact  of  the  credit  crunch. 

For  the  small  retailer  without  in-house  credit  whose  bank  or 
finance  company  now  refuses  his  contracts  and  the  small  retailer 
with  in-house  credit  who  can  no  longer  afford  a  bank  loan  at  rates 
considerably  above  prime  to  cover  his  accounts,  the  future  is  fright- 
ening indeed.  Small  businesses  are  closing  their  doors  or  facing 
bankruptcy  as  they  watch  sales  fall  simply  because  they  cannot 
offer  financing  to  their  customers  who  need  it. 

RETAILERS    MUST   RAISE    PRICES 

To  cope  with  unreasonable  finance  charge  rate  limits,  retailers 
must  raise  prices,  reduce  services,  or  discontinue  offering  credit. 
Each  of  these  choices  has  an  adverse  effect  on  the  consumer. 

When  prices  are  raised  to  cover  credit  costs  the  cash  customer  is 
in  effect  subsidizing  the  credit  customer.  The  cash  customer  is  also 
penalized  when  a  retailer  is  forced  to  discontinue  services  such  as 
delivery  or  must  charge  an  additional  fee  for  them. 

When  credit  is  restricted  it  is  the  low-income  consumer  who  is 
first  affected  and  may  be  forced  to  become  a  cash  customer.  In 
effect,  the  low-income  cash  buyer  is  subsidizing  the  higher  income 
credit  user. 

Most  troubling,  however,  is  that  the  low-income  consumer  is 
denied  fair  access  to  essential  goods.  Unable  to  purchase  with  a 
lump  sum  and  unable  to  utilize  store  arranged  credit,  he  may  be 
forced  to  borrow  from  illegal  sources  at  exhorbitant  costs.  Or  he 
may  be  forced  to  do  without  the  merchandise  he  needs  to  buy  and 
the  retailer  needs  to  sell. 

I'd  like  to  digress  there  for  a  moment  and  say  in  Arkansas,  even 
with  our  interest  rates,  we  felt  the  illegal  credit  market,  created 
problems  and  passed  a  bill  in  the  late  1960's  to  outlaw  debt  pooling 
and  those  type  of  operations  which  the  Congress  later  addressed  on 
a  national  level.  Even  though  we  tried  to  address  these  on  certain 
State  levels  it  was  later  addressed  on  a  national  level.  So  we  do 
have  national  legislation  speaking  to  an  area  of  this  nature. 

NHFA  has  reviewed  both  S.  963  and  S.  1406  as  requested  by  this 
committee.  While  NHFA  fully  endorses  S.  1406,  the  Credit  Deregu- 
lation and  Availability  Act  of  1981,  NHFA  has  reservations  regard- 
ing S.  963,  the  general  usury  override. 

Although  S.  963  would  offer  immediate  relief  to  my  State,  Arkan- 
sas, by  allowing  interest  at  a  rate  of  1  percent  in  excess  of  the 
discount  rate  on  90-day  commercial  paper,  this  bill  would  not  alle- 
viate the  national  problem  closed-end  and  open-end  rate  creditors 
face. 

One  problem  with  a  floating  rate  is  that  any  point  spread  even- 
tually established  might  not  cover  inflationary  costs.  A  more  seri- 
ous problem  is  that  the  cost  of  implementing  rate  changes,  espe- 
cially for  revolving  accounts,  could  make  a  floating  rate  both  im- 
practical and  costly.  New  forms,  new  billing  notices,  and  in  some 
cases  new  computer  programs  would  have  to  be  produced  to  con- 
form with  required  rate  changes.  In  addition,  consumers  who  did 
wish  to  credit  shop  for  a  major  purchase  might  be  very  discouraged 
to  find  their  local  store  changing  rates  every  3  to  4  months. 
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NHFA  commends  Senators  Bumpers  and  Pryor  for  their  t 
dous  effort  on  S.  963.  However,  our  association  does  not  believe  S. 
963  will  help  small  businesBes  in  any  substantial  way. 

S.  1406,  on  the  other  hand,  seems  to  offer  the  best  practical 
answer  to  ailing  small  business  throughout  the  United  States  with- 
out removing  any  consumer  protections  or  States"  rights  to  reim- 
pose  ceilings. 

The  lifting  of  external  limits  would  permit  competitive  rates,  the 
basis  for  reasonable  cost  Deregulation  would  put  retail  credit  on  a 
level  with  bank  credit,  business  and  agricutural  loans  across  the 
country.  The  consumer  would  continue  to  be  protected  by  Federal 
truth  in  lending  as  well  as  individual  State  consumer  credit  protec- 
tion laws. 

With  deregulation  consumers  would  also  be  protected  by  competi- 
tive rates.  The  combination  of  fair  disclosure  and  competitive 
prices  for  credit  would  allow  the  consumer  to  shop,  compare,  and 
safely  decide  for  himself  or  herself  what  he  or  she  can  afford  to 
purchase  on  credit. 

Under  Federal  truth  in  lending  creditors  are  required  to  Hificliw 
the  full  cost  of  financing  a  loan  or  purchase.  One  of  the  require- 
ments is  that  interest  or  finance  charges  be  expressed  in  terms  of 
APR. 

Consumers  are  aware  of  annual  percentage  rates  but  generally 
do  not  know  what  they  mean  in  dollars  and  cents.  Many  believe 
that  an  APR  of  18  percent  means  an  added  $180  on  a  loan  of  $1,000 
for  12  months.  Since  these  loans  are  calculated  on  a  system  of 
declining  balances  and  the  customer  makes  monthly  payments  by 
agreements,  the  added  cost  is  actually  $100.16  and  not  $180. 

This  is  easier  to  understand  when  one  realizes  that  the  APR 
would  be  the  actual  credit  charge  if  no  repayments  were  made  for 
the  entire  year.  However,  since  installment  sales  require  repay- 
ment during  the  course  of  the  year  the  effective  credit  charge  is  a 
substantially  smaller  percentage  of  the  amount  financed  than  the 
APR  seems  to  indicate. 

The  true  significance  of  raising  or  lowering  the  APR  is  easier  to 
keep  in  perspective  if  one  uses  a  similar  process  of  converting  it  to 
dollars  and  cents. 

A  living  room  purchase  of  $1,000  at  an  APR  of  14-percent  would 
cost  the  customer  $89.79  a  month  for  12  months.  Raising  the  APR 
to  18  percent  would  cost  the  customer  $91.68  per  month  for  12 
months,  lees  than  $2  a  month  more  than  the  14  percent  rate. 
Raising  the  APR  to  22  percent  would  increase  monthly  payments 
on  the  same  purchase  to  $93.59,  again  an  increase  of  less  than  $2  a 
month. 

In  spite  of  the  seemingly  substantial  increase  in  APR  from  14  to 
22  percent,  the  monthly  increase  in  cost  is  less  than  $4  and  the 
annual  increase  is  approximately  $45. 

A  similar  calculation  could  be  used  to  estimate  the  cost  of  two- 
tier  systems  used  in  many  States  in  financing  more  expensive 
Siurchases.  The  allowable  finance  charge  rate  drops  significantly 
or  financed  amounts  over  $1,000  in  many  States.  Yet  such 
amounts  are  common  in  the  retail  sale  of  home  furnishings.  In  all 
cases  the  added  revenue  to  the  retailer  barely  offsets  the  cost  of 
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carrying  the  credit  account  and  the  additional  burden  to  the  cus- 
tomer is  not  significantly  greater. 

Congress  has  long  recognized  that  financial  problems  are  nation- 
al in  scope  and  inevitably  affect  the  relationship  between  business 
and  the  consumer  on  which  the  Nation's  economic  health  depends. 

Small  businesses  have  been  required  to  comply  with  complex 
Federal  laws  and  regulations  in  the  area  of  consumer  credit  for 
many  years.  At  the  present  time  Federal  legislation  regulates  vir- 
tually every  area  affecting  business/consumer  relationships  except 
credit  ceilings.  In  addition,  over  the  past  2  years  Congress  has 
supported  the  competitive  market  concept  in  both  business  credit 
and  agricultural  credit.  Therefore,  NHFA  feels  justified  in  request- 
ing Congress  to  give  small  business  equal  footing. 

We  wish  to  emphasize  that  this  request  is  not  for  a  federally 
funded  bailout,  the  lessening  of  consumer  protections  or  an  at- 
tempt to  take  away  the  prerogative  of  States  to  disagree.  S.  1406 
simply  recognizes  a  national  problem  by  placing  all  lenders  of 
credit  on  the  same  footing. 

Free  enterprise  built  America.  The  furniture  industry  has  grown 
thus  far  through  free  trade  in  a  competitive  marketplace.  In  the 
face  of  rising  costs  and  the  inability  to  charge  realistic  interest 
rates  to  those  who  use  credit,  we  fear  not  only  consumer  credit  will 
dry  up,  but  many  small  businesses  will  not  survive. 

We  would  like  to  thank  you,  the  members  of  this  committee,  for 
the  opportunity  to  testify  and  we  urge  the  prompt  passage  of  S. 
1406. 

I  would  like  to  take  a  moment  and  maybe  put  my  Arkansas  hat 
on  here.  I  know  you  heard  a  lot  about  it  today.  In  the  automobile 
industry  we  do  have  some  degree  of  financing  in  Arkansas  through 
the  captive  finance  companies.  But  I  would  like  to  relate  to  what's 
really  happened  in  a  year's  time  in  the  State  of  Arkansas  in  our 
business. 

BUSINESS  SUFFER  BECAUSE  OF  ECONOMY 

We  have  lost  11  firms  within  a  70-mile  radius  of  Little  Rock, 
including  Little  Rock,  with  a  population  of  a  little  over  half  a 
million  people,  or  about  one-fourth  of  our  State  population.  These 
11  firms  had  annual  sales  of  $10  million  and  direct  employment  of 
over  300  people.  These  were  taxpayers  in  each  of  our  counties  and 
our  cities.  These  were  not  new  companies.  One  company,  John 
Tucker  Co.,  60  years  in  business;  Arkansas  Furniture  &  Carpet,  92 
years  in  business.  Everybody's  in  Russellville,  Ark.,  19  years  in 
business;  Curtis  Finch,  34  years  in  business;  Contemporary  Designs 
is  relatively  new,  it  was  only  5  years;  Nixon  Furniture  in  Hot 
Springs  only  sold  out  last  week — 16  years  in  business;  Burton  Fran- 
cis, 35  years  in  business;  Strong  Furniture,  40  years  in  business; 
Foster  Furniture,  45  years  in  business;  and  Moses,  a  company 
referred  in  the  May  issue  of  Wall  Street  Journal  that's  a  part  of 
your  record,  that  firm  has  been  in  business  over  55  years. 

So  these  are  not  new  companies  that  are  suffering  because  of  the 
economy.  They  are  past  the  7,  the  9  years  that  it  takes  to  get  a 
company  on  a  sound  basis.  But  the  economy,  the  restrictive  inter- 
est rates  in  Arkansas  have  destroyed  these  businesses. 
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It  used  to  be  in  our  firm — and  if  you'll  pardon  me,  I'll  try  to  use 
some  personal  references — we  used  to  Bell  some  contracts  to  our 
bank  at  retail  and  we  carry  a  lot  of  our  paper  and  borrow  the 
money  from  the  bank  to  carry  it.  But  at  the  same  time  on  large 
purchases  we  used  to  sell  it  to  the  bank.  We  would  sell  them 
$250,000  a  year.  Starting  a  year  ago  last  April  that  was  eliminated 
completely.  They  did  oner  us  financing  of  the  purchase,  after  a  20- 
percent  downpayment;  was  $3,000.  And  if  we  set  up  a  5-percent 
reserve  and  if  we  took  our  customer  down  to  the  bank  so  they 
could  sign  the  contract  in  the  bank. 

Well,  this  was  eliminated — and  since  that  time  I  have  sold  only 
one  contract  to  the  bank.  Because  in  furniture  it's  not  like  auto- 
mobiles. There  are  a  lot  of  $2,  $3,  $5,  $800  and  $1,200  items.  And 
what  good  is  it  to  provide  financing  so  somebody  can  perhaps  buy  a 
home  or  make  a  decision  by  offering  relief  on  a  home  if  they 
cannot  buy  furniture  to  have  in  the  home. 

Fortunately,  automobiles  are  Bold  with  tires,  because  if  they 
weren't  they  couldn't  drive  the  car  off  because  they  couldn't  fi- 
nance tires  in  the  State  of  Arkansas  today. 

Now,  you  know,  we  think  we're  part  of  this  Union.  We're  part  of 
these  50  States.  And  we  think  that's  where  the  Congress  is  sup- 
posed to  address  problems  that  we  have  in  Arkansas. 

You  may  wonder  why  in  the  world  are  we  living  with  this  type  of 
a  constitutional  restriction  or  how  it  ever  got  there.  But  it  basically 
goes  back  to  the  Civil  War  and  the  constitutionalists  in  those 
particular  days  thought  they  were  protecting  the  people  from  the 
carpetbaggers  in  the  North.  But  you  know,  after  a  hundred  and 
some  years  that  war  has  been  long  over  and  we  have  problems  that 
need  to  be  addressed  and  we  cannot  address  them  in  Arkansas. 
We've  tried.  We're  getting  closer.  I  sponsored  the  legislation  that 
will  be  voted  on  a  year  from  November.  But  I  am  here  to  tell  you 
that  a  year  from  November  there  will  not  be  many  of  us  left. 
Seventy  percent  of  the  independents  are  out  of  business  in  the  last 
year  in  my  market.  Now,  I'm  a  middle  layer.  I'm  there.  But  a  year 
from  November  if  I'm  back  up  here  I'm  going  to  be  here  as  a  full- 
time  employed  legislator  doing  something  else.  Because  it's  going  to 
be  left  to  Sears  and  Penney's  and  Montgomery  Wards  and  the 
large  department  stores  that  can  buy  their  money  on  a  national 
market. 

Now  we  feel,  and  I  feel,  that  an  independent  can  compete  with 
large  corporations.  I  have  successfully  and  I  intend  to  in  the  future. 
But  when  we  have  a  restrictive  monetary  situation,  then  those  are 
issues  that  I  cannot  overcome  as  a  merchant.  And  we  need  your 
attention  as  quickly  as  it  possibly  can  happen. 

I  know  you  don't  move  as  fast  as  we  move  in  the  Arkansas 
legislature.  But  at  the  same  time  I  would  sure  hope  that  we  could 
get  up  and  try  to  address  the  problem. 

[The  complete  statement  follows:] 
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STATEMENT  OF 
B.  DOUGLAS  BRANDON,  JR. 
On  Behalf  Of 
NATIONAL  HOME  FURNISHINGS  ASSOCIATION 
Mr .  Chairman  and  distinguished  Members  of  the  Sub- 
committee, iiiy  name  is  Doug  Brandon  and  I  am  President  and 
owner  of  Brandon  Furniture  Company,  Inc.  Of  Little  Rock , 
Arkansas.   Our  firm  was  founded  by  my  father  over  30  years 
ago  and  I  succeeded  him  in  managing  our  five  stores.   In 
addition  to  operating  furniture  stores,  I  have  also  been 
a  Member  of  the  Arkansas  General  Assembly  for  over  fifteen 
years.   In  light  of  this  background,  along  with  the  fact 
that  Arkansas  has  the  lowest  state  usury  ceiling  in  the 
U.S..  I  feel  particularly  qualified  to  comment  on  the  pro- 
visions of  S.  1406  and  S.  963. 

I  am  appearing  today  on  behalf  of  the  National 
Home  Furnishings  Association  (NHFA) .   I  serve  on  NHFA's 
Board  of  Directors  and  the  NHFA  Government  Affairs  Committee. 
With  me  today  is  Paula  Treat,  NHFA  Director  of  Government 
Affairs.   NHFA  is  a  national  trade  association  with  volun- 
tary membership  of  over  13,000  independent  home  furnishings 
retail  stores  located  in  all  fifty  states  and  the  District 
of  Columbia.   Members  of  the  association  are  primarily 
family-owned,  single  store  operations  with  typical  sales 
of  under  SI  million  per  year.   According  to  industry  surveys 
the  top  100  retail  furniture  companies  in  the  United  States 
account  for  approximately  19%  of  the  S18  billion  of  home 
furnishings  sold  in  this  country.   It  is  also  interesting 
to  note  that  these  same  companies  operate  only  about  6*  of 
the  some  30,000  outlets  of  home  furnishings  which  exist  today. 
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BHFA  appreciate*  having  this  opportunity  to  testify 
before  this  Coaaittee.   During  the  testimony  today  IffiPA 
hopes  to  accomplish  three  things.   First,  to  give  tbe 
Coaaittee  an  overview  of  the  hoae  furnishings  industry  and 
the  problems  furniture  retailers  Bust  cope  with  as  a  result 
of  unrealistically  low  state  interest  rate  ceilings.   Second, 
the  testimony  will  address  both  5.  1406  and  S.  963  to  explain 
why  MBFA  strongly  supports  interest  rate  deregulation  instead 
of  the  proposed  floating  rate  concept.   Last,  and  perhaps  *ost 
iaportant,  the  Annual  Percentage  Rate  (APR]  ayth  will  be  ad- 
dressed in  relation  to  the  cost  impact  deregulation  will  have 


Overview  Of  why  I 


Desperately  t 


Nearly  all  retail  furniture  stores  extend  soae  fora  of 
credit.   In  fact,  the  financed  customer  sale  has  been  the  life- 
blood  of  the  retail  hoae  furnishings  store  and  the  purchase 
aethod  aany  consuaers  find  essential.   Whether  they  are  buying 
basic  household  furnishings  or  acquiring  furnishings  to  aain- 
tain  their  standard  of  living,  custoaers  expect  to  be  able  to 
finance  these  major  investments,  just  as  they  would  an  autoao- 
bile  or  a  hoae.   Historically,  the  hoae  furnishings  retailer 
has  been  able  to  fulfill  this  expectation,  either  by  financing 
the  sale  hiaeelf  or  by  assigning  the  credit  contract  to  an  out- 
side source  such  as  a  bank  or  finance  coapany. 

Customer  loyality  is  the  primary  reason  retailers  carry 
their  own  accounts.   Studies  have  shown  that  credit  custoaers 
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tend  to  shop  where  they  have  an  account,  and  that  they  buy  more 
and  better  merchandise.   The  consumer  gains  a  responsive,  re- 
liable supplier,  and  the  retailer  achieves  growth  as  he  culti- 
vates and  markets  to  his  "own"  customers. 

Of  course,  the  retailer  incurs  many  administrative  costs 
in  carrying  his  own  accounts.   These  include  forms,  postage, 
stationery,  equipment,  additional  personnel,  losses  on  bad 

ind  interest  paid  on  monies  borrowed  to  continue  his 
!SS  operation  while  repayment  is  being  made  by  the  customer. 

As  an  illustration  of  the  true  extent  of  these  increases 
let  these  facts  prepared  by  the  Virginia  Retail  Merchants 

■or  1967      1960*    j  Increase 
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1731 


Postage 

S 

.05 

Minimum  Wage 

s 

.25 

Social  Security 

.40% 

Wages  Subject  to 

Social  Security 

S6 

600 

Energy  Cost  Index 

100 

Consumer  Price  Index 

100 

Average  Prime  Rate 

5.63% 

Maximum  Allowable 

18% 

index  is  b. 


ased  on  cost  of 

uels,  fuel  products  and 

.  Bureau  of  La  bo 

Statistics  Producer  Pr i 

e  Consumer  Price  Index  a 

nnual  averages  o 

the  U.S.  Bureau  of  Labo 

.   Since  1980  al 

m  allowable  inte 

est  rates  have  increased 

tly  (postage  18£ 

minimum  wage  S3. 35,  ave 

in  excess  of  IB 

,  etc.). 

tailer  cannot  ab 

orb  these  costs  with  the 

llected  on  credi 

sales,  these  costs  must 

3,0,i,zeab,GOOglC 


deducted  from  any  profits  gained  frost  the  sale  of  goods. 

Thousands  of  hose  furnishings  retailers  are  facing 
financial  extinction  today.  Retailers  who  carry  their  own 
accounts  are  crushed  between  the  tremendously  increased  cost 
they  must  pay  for  credit  services  and  the  Unit:  cm  finance 
Charge  rates  they  nay  legally  collect.  Retailers  who  have 
used  third  parties  for  financing  customer  credit  sales  have 
found  that  most  hanks  and  finance  companies  have  abandoned 
retail  credit  for  more  lucrative  markets.   Of  the  few  which 


are   still 

nvolved   many   are   charging 

the   retailer   as  much  as 

10%   of   the 

amount    financed,   and  all   h 

ave  much  lore   restrictive 

"•"■»' 
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resources. 
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te  outlets,   to   temporarily 

withstand 
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runch." 

small  retailer  without  in-house  credit  whose 
>  company  now  refuses  his  contracts,  and  the  small 
t h  in-house  credit  who  can  no  longer  afford  a  bank 
inslderably  above  prime  to  cover  his  accounts, 
<e  future  is  frightening  indeed.   Small  businesses  are  closing 
■elr  doors  or  facing  bankruptcy  as  they  watch  sales  fall,  simply 
cause  they  csnnot  offer  financing  to  their  customers  who  need  it. 
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Why  don't  home  furnishings  retailers  follow  the  trend 
and  accept  bank  credit  cards?  Many  of  them  do,  but  this  does 
not  solve  the  problem.   A  home  furnishings  purchase  can  be  a 
major  investment,  and  any  bank  card  has  a  credit  limit  which 
may  not  cover  the  entire  purchase.   Even  if  it  does,  most 
customers  are  reluctant  to  use  their  entire  line  of  credit  for 
one  purchase-   Also,  bank  credit  cards  do  not  offer  the  ex- 
tended payment  plans  which  customers  may  prefer  for  major  pur- 
chases. 

The  nost  important  drawback  to  bank  credit  cards  is 
that  many  credit-worthy  consumers,  particularly  families  in 
low  income  brackets,  cannot  obtain  them.  Home  furnishings 
retailers  traditionally  provide  credit  to  a  much  wider  range 
of  consumers  than  do  banks.  The  credit  that  the  retailer  can 
arrange  or  provide  for  these  consumers  is  often  their  only 
resource  for  financing  essential  purchases. 

To  cope  with  unreasonable  finance  charge  rate  limits, 
retailers  must  raise  prices,  reduce  services,  01 
offering  credit.   Each  of  these  choices  has  an  advers 


when  prices  are  raised  to  cover  credit  costs,  the  cash 
customer  is,  in  effect,  subsidizing  the  credit  customer.   The 
cash  customer  is  also  penalized  when  a  retailer  is  forced  to 
discontinue  services,  such  as  delivery,  or  must  charge  an 
additional  fee  for  them. 
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When  credit  i*  restricted,  it  is  the  Ion  ininsw  con- 
sumer who  i*  first  effected,  and  aay  be  fotted  to  becsac  a 
cash  customer.   In  effect,  the  low-incase  cash  buyer  is  sub- 
sidizing the  higher- incoMe  credit  user. 

Host  troubling,  however,  is  that  the  low- income  ram  - 
.utci  is  denied  fair  access  to  essential  goods,   enable  to 
purchase  with  a  "lump  bub",  and  unable  to  utilise  store- 
arranged  credit,  he  may   be  forced  to  borrow  fros  illegal 
sources  at  exhorbitant  costs.   Or ,  he  may  be  forced  to  *do 
without"  the  Merchandise  be  needs  to  buy  —  and  the  retailer 

Review  of  S.  961  and  S.  1406 

KHPA  has  reviewed  both  S.  963  and  S.  1406  as  requested 
by  this  Committee.      While  MHFA  fully  endorses  S.  1406,  the 
Credit  Deregulation  and  Availability  Act  of  1981,  HHFA  has 
reservations  regarding  S.  963,  the  General  Usury  Override. 

Although  S.    963  would  offer  Immediate  relief  to  Arkansas 
creditors  by  allowing  interest  at  a  rate  of  It  in  excess  of  the 
discount  rate  on  90  day  commercial  paper,  this  bill  would  not 
alleviate  the  national  problem  closed-end  and  open-end  creditors 

face. 

One  problem  with  a  floating  rate  is  that  any  point 
spread  eventually  established  night  not  cover  inflationary  costs. 

A  more  serious  problem  is  that  the  cost  of  implementing  rate 


3,0,i,zeab,GOOglC 


changes,  especially  for  revolving  i 

floating  rate  both  impractical  and  costly.   New  forms,  new 

billing  notices,  and  in  some  cases,  new  computer  programs 

would  have  to  be  produced  to  conform  with  required  rate  changes. 

In  addition,  consumers  who  did  wish  to  credit  shop  for  a  major 

purchase  might  be  very  discouraged  to  find  their  local  store 

changing  rates  every  three  to  four  months. 

NHFA  commends  Senators  Bumpers  and  Pryor  for  their 
tremendous  effort  on  S.  963,  however,  our  association  does 
not  believe  S.  963  will  help  small  businesses  in  any  substantial 
way. 

S.  1406,  on  the  other  hand,  seems  to  offer  the  best 
practical  answer  to  ailing  small  businesses  throughout  the  U.S., 
without  removing  any  consumer  protections  or  states  rights  to 
reimpose  ceilings. 

The  lifting  of  external  limits  would  permit  competitive 
rates,  the  basis  for  reasonable  cost.   Deregulation  would  put 
retail  credit  on  a  level  with  bank  credit  cards.   The  consumer 
would  continue  to  be  protected  by  Federal  Truth  in  Lending,  as 
well  as  individual  state  consumer  credit  protection  laws.   With 
deregulation,  consumers  would  also  be  protected  by  competitive 
rates.   The  combination  of  fair  disclosure  and  competitive  prices 
for  credit  would  allow  the  consumer  to  shop,  compare,  and  safely 
decide  for  him  or  herself  what  he  or  she  can  afford  to  purchase 
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This  is  easier  to  jnderstand  vben  on*  realizes  that 
•iv*  AW  would  be  the  actual  credit  charge  if  no  repayments 
t«t(«  Bad*  foe  in*  year.  However,  since  installments  sales 
rehire  repayment  during  the  course  of  the  year,  the  effective 
credit  charge  is  a  significantly  saaller  percentage  of  the 
•■r-j'jftt    financed   than   the   APR   see  as   to   indicate. 

The  true  significance  of  raising  or  lowering  the  APR 
is  easier  to  keep  in  perspective  if  one  uses  a  similar  pro- 
cess fit   converting    it   to  dollars   and  cents. 

A   livingrooM  purchase  of    $1,000  at   an  APR  of   141  would 
f;ost    the   customer    IB9.79  a  Month    for    12  Months.      Raising   the 
APR  to   181  would  cost    the   cuetoaer    $91.68   per   Month    for    12 
Months,    less   than    $2.00   a  month  more    than   the    Hi    rate.      Raising 

the   APR   to   22t   would    increase  Monthly  payments  on   the   sane   pur- 
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593.59,  again  an  increase  of  less  than  $2.00  i 


In  spite  of  the  seemingly  substantial  increase  in  APR 
from  14%  to  22%  the  monthly  increase  in  cost  is  less  than 
$4.00  and  the  annual  increase  is  approximately  $45.00.   A 
similar  calculation  could  be  used  to  estimate  the  cost  of  two 
tier  systems  used  in  many  states  in  the  financing  of  more  ex- 
pensive purchases.   The  allowable  finance  charge  rate  drops 
significantly  for  financed  amounts  over  $1,000  in  many  states, 
and  yet  such  amounts  are  common  in  the  retail  sale  of  home 
furnishings.   In  all  cases  the  added  revenue  to  the  retailer 
barely  offsets  the  cost  of  carrying  the  credit  account  and  the 
additional  burden  to  the  customer  is  not  significantly  greater. 

SUMMARY 

Congress  has  long  recognized  that  financial  problems 
are  national  in  scope  and  inevitably  affect  the  relationship 
between  business  and  the  consumer  on  which  the  nation's  economic 
health  depends. 

Small  businesses  have  been  required  to  comply  with  complex 
federal  laws  and  regulations  in  the  area  of  consumer  credit  for 
many  years.   At  the  present  time,  federal  legislation  regulates 
virtually  every  area  affecting  business /consumer  relationships 
except  credit  ceilings.   In  addition,  over  the  past  two  years 
Congress  has  supported  the  competitive  market  concept  in  both 
business  credit  and  agricultural  credit.   Therefore,  NHFA  feels 
justified  in  requesting  Congress  to  give  small  business  equal 
Eooting. 
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BHFA  «nh*ii  to  raphes I xe  that  this  request  is  not  foe 
a  federally  funded  "bail-out",  the  lessening  of  consumer  pro- 
tections, or  an  atteapt  to  take  away  tbe  prerogative  of  states 
to  disagree.  5.  1406  sisply  recogniies  a  national  ptoblea  by 
placing  all  lendors  of  credit  on  the  saae  footing. 

Free  enterprise  built  America.   The  furniture  industry 
has  grown  thus  far  through  free  trade  in  a  competitive  market 
place.   In  the  face  of  rising  costs  and  the  inability  to  charge 
realistic  Interest  rates  to  those  who  use  credit,  MHFA  feara 
that  not  only  consumer  credit  will  dry-up,  but  that  sany  sea  11 
businesses  will  not  survive. 

NHFA  thanks  the  Com  it  tee  for  this  opportunity  to  testify 
and  urges  proapt  passage  of  S.  1406. 

Mr.  Brandon.  It's  serious,  and  I  can  assure  you  that  consumers 
are  denied  credit  in  my  State.  They're  denied  credit.  The  only  way 
I  survived  is  to  cut  out  from  2-year  terms  and  3-year  terms  to  1 
year. 

Where  somebody  could  afford  a  $50  a  month  payment,  they  can't 
afford  a  $100  or  $150  payment,  and  that  is  why  they  are  denied  the 
same  opportunities  that  our  citizens  have  in  other  States. 

Thank  you  very  much. 

Senator  Lugar.  Thank  you  very  much,  Mr.  Brandon. 

Your  testimony  has,  I'm  certain,  answered  questions  that  would 
have  been  directed  to  you  regarding  your  personal  experience  as  a 
legislator,  as  well  as  a  retailer. 

I  have  no  further  questions  of  either  of  you.  I  think  your  testimo- 
ny on  behalf  of  the  legislation  certainly  is  comprehensive  and 
straightfoward. 

We  appreciate  your  coming  this  morning,  offering  your  own  per- 
sonal experience  as  well  as  the  representation  of  people  that  you 
have  come  to  represent. 

That  concludes  this  session  of  the  hearing.  On  July  15,  the  sub- 
committee will  reconvene  for  another  hearing  on  this  legislation. 

Thank  you  very  much. 

[Whereupon,  at  1:45  p.m.,  the  hearing  was  adjourned  to  recon- 
vene on  Wednesday,  July  15,  1981.] 
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CREDIT  DEREGULATION  AND  AVAILABILITY 
ACT  OF  1981 


WEDNESDAY,  JULY  15,  1981 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Financial  Institutions, 

Washington,  D.C. 
The   subcommittee   met   at   9:35   a.m.,   in   room   5302,    Dirksen 
Senate  Office  Building,  Senator  John  Tower  (chairman  of  the  Bub- 
committee)  presiding. 

Present:  Senators  Tower,  Garn,  Lugar,  Schmitt,  Proxmire,  Dodd, 
and  Dixon. 
Senator  Tower.  The  committee  will  come  to  order. 
Today  we  conduct  the  second  in  a  series  of  hearings  on  S.  1406, 
the  Credit  Deregulation  and  Availability  Act  of  1981,  and  S.  963,  a 
bill  to  authorize  loans  at  interest  rates  in  excess  of  certain  State 
usury  ceilings. 

We  have  several  witnesses  this  morning  to  contribute  to  what  I 
think  are  going  to  be  important  comments  for  the  record.  Before 
we  hear  from  our  first  panel,  I'd  like  to  recognize  Senator  Dodd  for 
opening  comments. 

STATEMENT  OF  SENATOR  DODD 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

I  appreciate  your  holding  off  the  start  of  hearings  for  a  few 
minutes  until  1  was  able  to  get  here  this  morning.  I  was  present  at 
the  last  day  of  hearings  on  this  matter  but,  unfortunately,  was  not 
here  early  enough  to  make  an  opening  statement. 

Mr.  Chairman,  frankly  I'm  a  little  puzzled  over  the  need  for 
these  hearings  and  the  proposed  legislation.  I'm  as  sympathetic  as 
the  next  person  to  the  need  for  legislation  to  solve  a  national 

{iroblem — some  might  say  after  my  record  in  the  House  that  I'm  a 
ittle  too  sympathetic  when  it  comes  to  Federal  legislation  to  solve 
problems — but  I  have  yet  to  really  see  compelling  evidence  that 
there's  a  need  for  this  legislation. 

Unquestionably,  many  retail  merchants  are  having  a  tough  time 
in  today's  economy,  but  it  seems  to  me  the  major  culprit  is  high 
interest  rates,  not  usury  ceilings. 

Last  week,  Mr.  Chairman,  we  heard  a  lot  of  testimony  about  the 
problems  of  Arkansas,  a  State  with  a  constitutional  usury  ceiling  of 
10  percent,  but  we  received  no  data  to  suggest  comparable  prob- 
lems in  other  States.  In  fact,  it  appears  that  all  other  States  have 
acted  to  lift  their  usury  ceilings  in  the  last  several  years  and 
particularly  in  the  last  year  ana  a  half.  In  fact,  Illinois  and  New 
York  have  abolished  their  ceilings  in  the  last  few  months. 
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Therefore,  while  the  cost  of  money  is  clearly  going  up,  it  seems 
to  me  the  States  are  responding  promptly  and  fairly  to  this  prob- 
lem and  if  we  leave  them  to  their  own  devices  they  will  take  care 
of  this  without  any  unnecessary  Federal  intrusion. 

I  also  wonder  why  we  should  be  involved  in  a  matter  whose 
consequences  are  restricted  to  the  residents  of  a  State.  If  the  people 
of  Arkansas  choose  a  usury  ceiling  of  10  percent  and  it  reduces  the 
availability  of  credit  in  the  State,  then  the  people  of  Arkansas  pay 
the  price.  I  think  it  would  take  the  most  tenuous  theory  imaginable 
to  find  an  interstate  connection.  We  may  not  agree  with  the  people 
of  Arkansas  about  having  a  constitutional  ceiling,  and  I  certainly 
wouldn't  want  to  have  that  kind  of  ceiling  in  my  own  State  of  - 
Connecticut,  but  I  frankly  question  what  business  it  is  of  mine  to 
overturn  the  decision  that  the  people  made  in  the  most  democratic 
forum  possible,  a  statewide  referendum. 

One  of  the  advantages  of  leaving  this  matter  to  the  States  is  that 
they  can  experiment  with  various  alternatives,  from  different  ceil- 
ings to  no  ceilings  to  indexed  ceilings  to  different  ceilings  and 
consumer  protections  for  different  types  of  loans.  Why  take  the 
risk  of  choosing  one  alternative  when  we  really  don't  have  the  kind 
of  data  to  demonstrate  that  the  alternative  will  work  well? 

To  lift  all  ceilings  is  to  rely  on  competition  to  regulate  the 
marketplace  and  while  I  certainly  support  economic  deregulation, 
both  of  the  major  national  studies  that  have  touched  on  this  issue 
in  the  last  20  years  have  raised  serious  questions  about  the  adequa- 
cy of  competition  to  protect  many  borrowers.  Particularly,  when 
you  get  into  some  of  the  areas  of  our  cities  many  customers  or 
consumers  are  not  protected.  Most  recently,  the  Interagency  Task 
Force  on  Thrift  Institutions  has  suggested  that  a  substantial  rais- 
ing of  the  usury  ceiling  might  encourage  the  competition  we  want 
and  at  the  same  time  reduce  the  occurrence  of  usurious  lending 
practices. 

If  a  case  can  be  made  that  there  is  a  national  problem  that 
warrants  our  attention,  then  perhaps  we  might  focus  on  a  solution 
that  would  meet  both  of  these  objectives,  but,  Mr.  Chairman,  after 
listening  to  the  first  day— and  I'm  going  to  stay  through  this  day 
and  listen  to  the  testimony — I'm  concerned  whether  or  not  we  are 
really  responding  to  a  situation  that  could  far  better  be  left  to 
others  and,  in  fact,  the  record  would  seem  to  indicate,  given  the 
Texas,  New  York,  and  Illinois  situation  of  the  last  few  months,  that 
the  States  are  in  fact  responding  to  this  problem  on  their  own  and 
don't  really  need  the  guidance  and  assistance  of  the  Federal  legis- 
lature. 

I  thank  you  for  giving  me  an  opportunity  to  express  my  views. 

Senator  Tower.  Thank  you.  Senator  Dodd.  It  does  my  old  unre- 
constructed Confederate  heart  good  to  hear 

Senator  Dodd.  I  thought  you  would  be  pleased. 

Senator  Tower  [continuing].  To  hear  a  Connecticut  Yankee  make 
such  a  plea  for  States  rights. 

Senator  Dodd.  Mr.  Chairman,  don't  get  carried  away. 

Senator  Tower.  Senator  Lugar,  do  you  have  any  opening  state- 
ment? 
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STATEMENT  OF  SENATOR  LUGAR 

Senator  Lugar.  Well,  Mr.  Chairman,  I  appreciate,  too,  the  state- 
ment of  the  distinguished  Senator  from  Connecticut  but  this  is  not 
the  time  and  place  to  debate  the  whole  issue.  I  suppose  that  will 
come  during  the  hearing.  Clearly  there  is  some  logic  in  leaving  all 
of  this  to  the  States  if  in  fact  we  had  decided  with  regard  to  all  of 
the  deregulation  of  banks,  savings  and  loans,  credit  unions,  and 
what  have  you  to  leave  each  of  those  problems  to  the  States,  too;  if 
in  fact  we  were  to  leave  to  the  States  restrictions  on  the  amount  of 
interest  that  could  be  paid  to  depositors. 

However,  we  decided  at  least  as  a  nation  that  we  would  have  a 
national  policy  with  regard  to  the  input  of  money  and  how  much  it 
would  cost  each  of  these  institutions.  Then,  on  the  other  side  of  the 
coin,  we  have  retained  limitations  by  States  on  how  much  those 
institutions  could  charge  for  the  money  they  are  lending  and  this 
has  led  to  some  imbalances,  and  one  of  the  prime  reasons  for  these 
hearings. 

Without  prejudging  the  issue,  I  suppose  it's  not  fair  or  logical  to 
argue  States  rights  on  one  side  of  the  coin  and  then  to  let  sort  of  a 
laissez-faire  national  policy  go  somewhere  else,  but  that  I  suppose 
will  come  forward  in  the  hearings. 

Senator  Tower.  Our  first  panel  this  morning  consists  of  Jim 
Boyle,  Ellen  Broadman,  and  Henry  Schechter;  if  you  would,  please 
arrange  yourselves  at  the  table  in  any  way  that  you  would  like. 
Mr.  Boyle  is  the  director  of  government  relations,  Consumer  Feder- 
ation of  America.  Ms.  Broadman  is  counsel  for  government  affairs, 
Consumers  Union  of  the  United  States;  and  Mr.  Schechter  is  direc- 
tor, AFL-CIO  Office  of  Housing  &  Monetary  Policy. 

We  are  delighted  to  have  this  distinguished  panel  here  this 
morning  and  what  I  would  like  to  do  is  to  ask  each  of  you  to  make 
your  presentation  and  then  we  will  question  you  as  a  panel  and 
give  each  of  you  an  opportunity  to  comment  on  the  questions 
asked.  I  should  like  to  advise  you  that  your  prepared  statements 
will  be  printed  in  full  in  the  record  and  you  may  sumarize  for 
purposes  of  presentation  to  the  committee  if  you  choose.  I  think, 
given  our  time  constraints,  if  you  could  do  that,  it  would  be  helpful 
to  the  committee.  However,  you  may  proceed  in  any  way  that  you 
see  fit. 

First,  we  will  hear  from  Mr.  Boyle. 

STATEMENT  OF  JIM  BOYLE,  DIRECTOR  OF  GOVERNMENTAL 
RELATIONS,  CONSUMER  FEDERATION  OF  AMERICA 

BILLIONS   IN   ADDITIONAL   FINANCE  CHARGES 

Mr.  Boyle.  Mr.  Chairman  and  members  of  the  subcommittee, 
Consumer  Federation  of  America  appreciates  this  opportunity  to 
testify.  Our  comments  will  focus  on  S.  1406.  This  bill  comes  before 
the  committee  today  purportedly  as  a  continuation  of  the  1980 
Monetary  Control  Act.  We  believe,  however,  that  no  other  part  of 
the  1980  act  disrupted  a  delicate  State  balancing  of  lender  profit- 
ability and  consumer  protection  as  S.  1406  promises  to  do.  This 
legislation  will  eliminate  State  usury  ceilings  designed  to  protect 
the  highest  risk  and  most  vulnerable  group  of  borrowers.  It  will 
cost  borrowers  billions  in  additional  finance  charges,  precipitate 
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thousands  of  new  bankruptcies,  and  allow  lenders  to  impose  a 
variety  of  extra  fees  that  will  make  comparison  shopping  for  loans 
difficult,  if  not  impossible.  And  while  we  recognize  that  the  spon- 
sors of  S.  1406  are  motivated  by  the  good  faith  desire  to  expand 
credit  availability  and  improve  the  financial  position  of  lenders,  we 
believe  that  empirical  evidence  suggests  that  neither  of  these  goals 
is  likely  to  flow  from  passage  of  this  bill.  If  that  is  the  case,  what 
we  will  be  left  with  are  the  legislation's  massive  costs,  both  to 
individuals  and  to  an  already  damaged  economy. 

Before  the  committee  acts  to  eliminate  all  usury  protection,  it 
should  consider  the  experience  of  States  which  recently  have  elimi- 
nated interest  rate  ceilings  or  raised  them  to  very  high  levels.  In 
Texas,  small  loan  companies  are  lending  at  rates  over  200  percent 
on  certain  small  loans.  In  Arizona,  used  car  loans  in  excess  of  50 
percent  and  second  mortgage  refinancing  at  100  percent  are  begin- 
ning to  appear.  And  in  Oklahoma,  creditors  now  receive  over  170 
percent  for  a  certain  category  of  loans.  S.  1406  gives  lenders  nation- 
wide carte  blanche  to  follow  the  lead  of  these  and  other  States. 

The  increase  in  interest  rates  under  preemption  has  other  obvi- 
ous economy-wide  impacts  as  well.  With  over  $313  billion  in  out- 
standing consumer  installment  credit,  every  1  percent  rise  in  the 
average  APR  will  add  over  $3  billion  to  borrowers'  payments. 
Given  the  wide  range  of  rate  ceilings  among  the  States,  an  average 
APR  increase  of  5  percent  or  10  percent  may  well  follow  closely  on 
the  heels  of  S.  1406.  Such  increases  would  produce  economic  shocks 
of  $15  and  $30  billion,  respectively.  In  the  end,  S.  1406  could  work 
at  cross  purposes  with  President  Reagan's  economic  program  by 
canceling  out  much  of  the  effect  of  tax  and  spending  cuts.  More- 
over, a  multibillion  dolar  increase  in  finance  payments  could  sig- 
nificantly affect  the  general  rate  of  inflation. 

INCREASED   BANKRUPTCIES 

In  addition  to  higher  finance  charges,  borrowers  are  sure  to  pay 
for  S.  1406  in  another  way — increased  bankruptcies.  States  with 
interest  ceilings  which  are  higher  than  the  national  average  have 
about  20  percent  more  bankruptcies  per  capita  than  States  with 
below  average  interest  rates.  A  map  which  is  attached  to  this 
testimony  provides  the  comparisons  between  States. 

I  would  like  to  shift  to  the  main  lender  argument  for  usury 
preemption — that  raising  interest  rates  makes  more  credit  availa- 
ble. This  argument  is  false.  On  a  State-by-State  basis,  credit  is  no 
more  likely  to  be  available  in  high  interest  rate  States  than  it  is  in 
low  interest  rate  States.  Table  IV,  attached  to  this  testimony,  com- 
pares 1979  APR  ceilings  for  1-year  $2,500  loans.  The  amount  of 
loans  made  by  finance  companies  on  a  per  capita  basis  varied 
widely  between  States,  with  no  apparent  relationship  to  the  level 
of  allowable  interest.  This  result  is  confirmed  by  a  1981  Arkansas 
study  which  showed  that  two  of  the  three  lowest  income  classes  in 
Arkansas  held  more  debt  on  the  average  than  consumers  with 
equivalent  incomes  in  States  with  much  higher  interest  rate  ceil- 
ings. The  study  concludes  that: 

Overall  the  data  "  *  "  do  not  support  the  hypotheses  that  credit  is  less  readily 
available  in  Arkansas  than  in  other  credit  markets — and  they  are  particularly 
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Accordingly,  even  in  the  worst  case  State  of  Arkansas,  empirical 
data  demonstrates  that  credit  is  available  in  rough  proportion  to 
its  availability  elsewhere.  It  is  therefore  difficult  to  make  the  argu- 
ment that  S.  1406 — by  deregulating  interest  rate  ceilings — will 
have  any   necessary  impact  on  the  amount  of  consumer  credit. 

It  is  important  not  to  think  of  S.  1406  as  solely  an  interest  rate 
preemption  bill — it  is  much,  much  more.  This  legislation  will  be 
the  best  friend  the  unscrupulous  used  car  dealer  or  home  improve- 
ment company  would  ever  hope  for.  The  bill  renders  null  and  void 
any  legislation  which  limits  the  "rate,  nature,  type  of,  amount  of, 
or  the  manner  calculating  or  providing  or  contracting"  for  any  fee 
or  charge  which  a  creditor  may  dream  up  to  impose  on  a  consumer. 

The  following  effects  can  be  expected  from  this  legislation: 

First:  State  laws  limiting  certain  charges  to  what  is  "necessary 
and  reasonable"  would  be  preempted — unreasonable  and  unneces- 
sary charges  would  be  authorized. 

Second:  State  laws  limiting  certain  charges  to  out-of-pocket  costs 
would  be  eliminated. 

Third:  Phony  fees,  which  are  really  "interest,"  would  be  author- 
ized to  be  charged  and  would  not  be  disclosed  as  interest. 

An  example  of  the  result  of  this  legislation  can  be  seen  in  Arizo- 
na which  preempted  fees  and  charges  as  well  as  interest  rates. 
Advertisements  placed  in  Phoenix  newspapers  begged  consumers  to 
come  in  and  borrow  on  equity  on  their  homestead.  The  ads  show  a 
copy  of  the  check  made  in  the  amount  of  $5,000  just  waiting  to  be 
filled  in  with  the  consumer's  name  on  it.  The  potential  borrower  is 
told,  "No  co-signers,  no  checking  with  employers,  no  financial 
statements — Your  home  or  property  is  the  only  reference  you 
need."  The  loan  scam  is  directed  at  low  income  borrowers.  The  loan 
repayment  begins  with  very  low  monthly  payments  like  $50  a 
month  and  then  after  2  years  a  balloon  payment  is  called  for  which 
is  several  thousand  dollars.  The  borrower  either  pays  the  balloon 
or  loses  his  or  her  home.  If  the  loan  is  refinanced,  the  rates  in 
Arizona,  by  use  of  a  series  of  fees  and  charges,  are  running  as  high 
as  100  percent  interest.  Many  States  prohibit  the  refinancing  of 
balloon  payments  at  any  greater  rate  or  at  any  higher  monthly 
payments  than  were  in  effect  prior  to  the  balloon  payment.  These 
restrictions  would  be  rendered  null  and  void  by  S.  1406. 

TAKING  THE  TRUTH  OUT  OF  TRUTH   IN   LENDING 

In  Texas,  a  used  car  dealer  may  charge  up  to  $25  for  a  documen- 
tary fee  and  the  dealer  may  charge  the  actual  cost  of  license,  tax, 
and  title  fees.  If  S.  1406  is  passed,  all  these  fees  will  be  increased 
substantially  over  the  dealer's  actual  cost.  Any  limits  on  what  can 
be  charged  for  these  fees  would  be  nullified  by  S.  1406.  To  the 
extent  these  fees  do  not  reflect  actual  costs,  they  contain  hidden 
interest,  thus  understating  the  annual  percentage  rate  (APR).  If 
the  APR  is  phony,  then  comparison  credit  shopping  is  made  impos- 
sible, since  comparing  APR  s  is  at  the  heart  of  truth-in-lending. 

It  is  our  opinion  that  the  effect  of  S.  1406  as  far  as  many  kinds  of 
credit  transactions  are  concerned,  is  to  take  the  truth  out  of  truth- 
in-lending. 
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Despite  its  good  intentions,  S.  1406  is  costly  and  deceptive  legisla- 
tion. If  passed,  it  may  well  usher  in  a  new  era  of  loan  sharking, 
giving  unintended  license  to  predatory  practices  and  extremely 
high  finance  charges.  The  bill  will  make  credit  shopping  more 
difficult  and  is  unlikely  to  expand  the  supply  of  credit  in  any 
significant  way.  S.  1406's  high  costs  and  interference  with  tradi- 
tional State  prerogatives  make  a  strong  case  for  its  rejection  by 
this  committee. 

[Prepared  statement  follows:] 
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THE  IMPACT  OF  STATE   INTEREST  RATE 
AHO   FEE  PREEMPTION 


J  1m  Bnyle,  Director  of 

Governmental   Relations 

Consider   Federation  of  Aoerica 

Mr.   Chairman   and  members   of  the  Subcommi ttee ,   Consumer   Federation 
of  America  appreciates  this  opportunity  to  testify  on  S.  1406.     This  bil 
comes   before  the  Committee  today  purportedly  as   a  continuation  of  the 
1980  Monetary  Decontrol   Act.     He   believe,   however,   that  no  other  part 
of  the   198D  Act  disrupted  a  delicate  state   balancing  of  lender  profit- 
ability and  consumer  protection  as  S.   1406  promises  to  do.     This  tegisla 
will  eliminate  state  usury  ceilings  designed  to  protect  the  highest  risk 
and  most  vulnerable  group  of  borrowers,     tt  will  cost  borrowers  billions 
in  additional   finance  charges,  precipitate   thousands   of  new  bankruptcies 
and  allow  lenders  to   Impose  a  variety  of  extra   fees   that  will  make  com- 
parison  shopping  for  loans   difficult,   if  not   impossible.     And  while  we 
recognize  that   the  sponsors  of  S.   1406  are  motivated  by  the  good  faith 
desire  to  expand  credit  availability  and  improve  the  financial  position 
of  lenders,  we  believe  that  empirical  evidence  suggests  that  neither  of 
these  goals  is  likely  to  flow  from  passage  of  this  bill.     If  that  is 

costs,  both  to   individuals   end  to   an  already  damaged  economy. 
DEGREE  OF  COMPETITION   IN  CONSUMER  LOAN  MARKET 
The   Implicit  assunption  behind  this   effort  to  deregulate  the 
consumer  credit  market   is   the  existence  of  a  competitive  marketplace. 
Unfortunately,  this  assumption  appears  to  be  unwarranted.     Less  than 
a  year  ago,  in  testimony  before  the  House  Small  Business  Subcommittee, 
Lewis   Odom,   Senior  Deputy  Comptroller  of   the  Currency,  Stated: 

er   Federation  of  America 
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The   Ft-Jerat   Ktseme  Board's  most  recent  stud/  s*  this  area- -the 
Loncuwr  Iredit  lurit/~iuS0Grt%  *r.   Sana's  ana */*''-     '**  ""i  *' 
revea'td  aspects   if  1«'  derana  wr'ch  wori   te  lesser  competition,  noting 
thit  V 1/  Kt  5*  potential   borrowers   stop  for  loans  and  that  most  choose 
tenter',  based  prt&aHl/  on  pro/l«ity  and  familiarity.     Finally,  the  lar- 
gest  stud/  Of  this  market,   undertaker  0/  the  National   Omission  on 
Consumer  finance,     recognized    structural   features  of  the  consumer   lending 
industry  which  weakened  competition.      NCCF   therefore  found   it  necessary 
to  couple   its   rate  ceiling  recommendations  with  extensive  consumer  pro- 
tection proposals.     In  stark  contrast,  5.   1406  contains  no  consumer  safe- 
guards.    Accordingly,  the  legislation  would  allow  total  interest  rate 
preemption  even   in  those  states  which  traditionally  have  chosen  to  pro- 
tect  borrowers   through   low  rates   instead  of  through  consumer  protection 

ECONOMIC  IMPACT  OF   INTEREST  RATE  PREEMPTION 
Before   the  Committee  acts   to  eliminate  alt   usury  protection,   it 
should  consider  the  eiperience  of  states  which  recently  have  eliminated 
interest  rate  ceilings  or   raised  them  id  very  high   levels.     In  Tenas, 
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new  lender  freedom  nay  underwrite  a  resurgence 
s  the  country.     Whether  it  does  or  not,  the  dollar 
moderate  increases  in  the  average  rate  on  loans 
xill  be  substantial.     Tables  1,  II,  and  111  demonstrate  the  diversity 
in  allowable  annual    percentage   rates   [APRs)   for  consumer   installment 
loans,  auto   loans,  and  revolving  credit.      If.  under  preemption,   the  presen 
mean  APR  of  20.241  rose  to  the  level  of  the  highest  APR  of  33. IBS,  a 
borrower  would  pay  additional  finance  charges  of  more  than  (300  on  a  one- 
year,   13500  loan.     And   if  the   lowest  rote  of  101  were   to  rise  to  the 
present   highest   level,   the  same   borrower  would  be  forced   to  cover  over 
$580  in  extra   finance  charges.      Both  of  these  calculations  assure  that 
post- preempt  ion  rates  will   go  no   higher  than  the  current   highest  ceiling; 
the  above  examples  from  Texas,  Arizona  and  Oklahoma  suggest  otherwise. 

IMPACT  ON  PERSONAL  BANKRUPTCY 
In  addition   to   higher  finance  charges.   Borrowers   are  sure  to  pay 
for  s.   1406  In  another  way:     increased  bankruptcies.     As  average  interest 
rates  rise,  available  data  shows  that  personal  bankruptcy  rates  follow. 
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Accordingly,  the  data  iron  46  states  reveal  t  substantial  difference 
between  bankruptcy   rates   in  high  and   low  interest   rate  states:      10?. 5 
per   100,000  v.   70.8  per  100,000  population,  a  difference  Of  44.81. 
It  therefore  seems  quite  likely  that  the  rate  deregulation  intended 
by  S.  1406  will  inevitably  lead  to  a  rise  in  personal  bankruptcies. 

HACROECONOKIC   IMPACT 

economy-wide   impacts  as  well.     Hfth  over  $313  billion  in  outstanding 
consumer   installment  credit,  every  It  rise  in  the  average  APR  will   add 
over   S3   billion  to  borrowers'   payments.      Given  the  wide  range  of  rate 
ceilings   among  the  states,  an  average  APR  increase  of  5X  Or  101  may 
well    follow  closely  on  the  heels  of  S.   1406.      Such  increases  would 

end,  S.    1406  could  wort  at   cross   purposes  with  President  Reagan's 
economic  program  by  cancelling  out  much  of   the  effect  of  tax  and 
spending  cuts.     Moreover,  a  multi-billion  dollar  increase  In  finance 
payments   could   significantly  affect   the   general    rate  of  Inflation. 

IMPACT  OF  fEE  PREEMPTION 
Possibly  the  most  deceptive  aspect  of  S.  1406  is  the  near  total 
preemption  of  state  limitations  on  the  fees  and  charges  lenders  can 
impose.  State  requirements  that  certain  fees  be  either  "reasonable 
end  necessary"  or  be  limited  to  lenders'  out-of-pocket  costs  would 
vanish--e.g. ,  regulation  of  credit  report  fees,  tan,  title  and  license 
fees   and  attorneys'   fees.     Without   such   limitations,   lenders  will   be 
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He  believe   that   the  costs  of  fee   and  rate  preemption  are 
H  too  high  to  justify  the  enactment  of  S.  1406.     In  fact, 
Nave   serious  questions  as  to  whether  any  compensating  henefit 
1  actually  cone  about. 

IKPACT  ON  CREDIT  AVAILABILITY 
Supporters  of  S.   1406  claim  that   preempt 
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n  of  usury  ceilings 
credit.  The  bill 
al lability  Act  of 


In  April   1981. 


ated   91  of  card  holders   cut 


is  even  entitled  the  Credit  Deregulation  and 
19B1    (emphasis   added).     We  remain  unpersuade 

By  almost  any  measure,  credit  exists  in 
consigner  installment  credit  outstanding  rose 
to  an  annual  growth  rate  of  91.  In  addition 
credit  card  holders  have  billions  of  dollars 
And  in  response  to  unwanted  credit,  an  estima 
up  and   returned  credit  cards  to   issuers   in   198D. 

Preemption  is  not  only  unnecessary,  as  shuwn  above,  but  it  also 
cannot  be  expected  to  increase  the  supply  of  credit.     On  a  state  by  state 
basis,  credit  is  no  more  likely  to  be  available  In  high  interest  rate 
states   than  1t  1s   fn  low  interest  rate   states.     See  Table   IV.     When  com- 
pared with  the  1979  APR  ceilings   for  a   one-year,   $2500  loan,   the  amount 
of   loans  made  by  finance  companies  per  capita  varied  widely  state  by 
state,  with  no  apparent  relationship  to  the  level  of  allowable  interest: 
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Sources:     Cost  of  Personal   florroning  jji  the   United  States,   1979 

IcTtion,   and  national   ConsumerTTnance  Association 
Report,  The  Consumer   Finance   Industry  bj  State  and 
StaCute.~r578   (released  January   1961).     Data   for  appro* 
(mate!/  ?TotHer  states  can  be  found  in  Table  II  at 
the  end  of  this  testimony. 

*  study  Included  In  the  report  of  the  National   Commission  on  Consumer 
Finance  acknowledged  this   lack  Of  clear-cut  evidence  that   rate  ceilings 
are  sl9nlficant1y  related  to  credit  availability.1     This  finding  is  con- 
firmed by  evidence  from  a   1981   Study  at  the  Credit  Research  Center  of 
Purdue  University.     The  Purdue  study,   by  Richard   L.   Peterson  and  Gregory 
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e  empirical   evidence  regarding  the  impact  of 

rate  ceiling.2     Its  conclusions   bear  importantly 
s  In  Arkansas  actually  held  as  ouch  consumer  debt 
in  Louisiana   (31.081  APR  ceiling),   Illinois   (16.731 
onsln   (16.821  APR  ceiling). 


1.  Robert  P.  Shay,  The  lupact  of  State  Legal  Rate  Ceilings  Upon  the 
Avail  ability  ancTTrlce  of  Consuner  ins  tall  nient  Credit,  NationaT 
Commission  onTonsomer   Finance,   Volime   IV,   1974. 
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Of  even  more  Interest,  two  of  the  three  lowest  income  classes 
in  Arkansas  held  more  debt  on  average  than  did  the  consumers  with 
equivalent  incomes  in  Louisiana,  Wisconsin  and  Illinois.     The  study 

Overall,  the  data. ..do  not  support  the  hypothesis 
that  credit  is  less  reaHTTy  available  in  Arkansas 
than  in  other  credit  markets—and  they  are  partic- 
ularly inconsistent  with  the  hypothesis  that  low 

(P.  22) 

available  in  rough  proportion  to 
its  availability  elsewhere.  It  is  therefore  difficult  to  make  the 
argument  that  S.  1406—by  deregulating  interest  rate  ceilings— will 


dingly. 


IMPACT  ON  PROFITABILITY 
Similarly,   high   interest  rate  ceilings  do  not  ensure  high 
profitability.      See  Table  V.      A  sampling  of  the  data   from  Table  V 
shows  the  lack  of  correlation  between  the  APR  ceilings  on  a  one-year 
e  company  profitability: 

PROFITABILITY   PER  CAPITA 
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legislation  xould  like  us  to  believe  that 
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with  forty  four  of  them  providing  lenders  with  some  kind  of  rate 
relief.     By  implication,  then,  the  vast  majority  of  the  states  have 
considered   totally  eliminating  interest  rate  ceilings  and,   time  after 
time,  have  rejected  the  idea.     Accordingly,  this  bill  not  only  forces 
the  states   to  reject  again  that  which   they  have  already  rejected, 
but  since  many  legislatures  will  not  meet  for  two  or  more  years, 

businessmen  to  agree 


this  legislation  truly 
:es  it  would  require  expllc 
be  a  measure  of  the 


5.  1406  requires  consumers,  fanners  and  sma 
to  loan  terms  which  their  local  elected  off 
antithetical  to  state  policy.  Obviously, 
spoke  for  the  rights  and  prerogatives  of  s' 
state  acceptance  of  preemption.  It  may  we 
legislation's  expected   pslatability  that   tl 

CCHCLJSION 
Despite   its  good   intentions,  S.   1406  is  Costly  and  deceptive 
legislation.      If  passed,   it  may  well   usher  in  a  new  era  of  loan 
Sharking,   giving  unintended  license   to  predatory  practices  and 
extremely  high  finance  charges.     The  bill   will  make  credit  shopping 
wore  difficult  and   is   unlikely  to  expand   the  supply  of  credit  in  any 
significant  way.     S.  1406's  high  costs  and  interference  with  traditional 
state   prerogatives  make  a  strong  case  for   its  rejection  by  this  Committee. 
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TABLE     IV 

COMPARISON   OP  AMOUNTS    OF  LOANS   MADE   BY 
CONSUMER   FINANCE   COMPANIES   AND 
ANNUAL   PERCENTAGE   RATES 
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The    1979    figures   used    for   couparison   represent   the  moat   ] 
available  on    finance  company  profitability  by   state. 
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Senator  Town.  Thank  you  very  much,  Mr.  Boyle. 
Our  next  witness  is  Ms.  Ellen  Broadman. 

STATEMENT   OP   ELLEN    BROADMAN,   COUNSEL   FOB  GOVERN- 
MENT AFFAIRS.  CONSUMERS  UNION  OF  THE  UNITED  STATES 

Ms.  Broadman.  Mr.  Chairman,  I  would  like  to  have  my  entire 
statement  submitted  for  the  record  and  I  will  briefly  summarize  it 
here. 

Senator  Town.  Your  full  statement  will  be  inserted  in  the 
record  and  you  may  summarize  it  as  you  see  fit. 

[Complete  statement  follows:] 
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STATEMENT  OF  ELLEN  B ROADMAN 
CONSUMERS  UNION  WASHINGTON  OFFICE 

Mr.  Chairman  and  members  of  the  Subcommittee,  Consumers 
Union*  appreciates  this  opportunity  to  testify  on  S.  963  and  S. 
1406,   CU  strongly  opposes  both  Dills. 

5.  1406  would  preempt  all  state  laws  that  limit  the 

interest  rates  and  other  charges  on  consumer  loans.   This 

sweeping  preemption  would  erase  important  state  laws  that 

protect  consumers  against  noncompetitive  and  sometimes 

unconscionable  credit  rates,  yet  allow  lenders  to  earn 

reasonable  profits.   5.  963,  too,  would  preempt  both  usury 

limits  and  a  plethora  of  other  substantive  state  consumer 

protection  laws.   These  proposals  might  well  be  titled  "The 

Lenders'  Dream  Act  of  1981." 

STATE  USURY  CEILINGS  SEE 
NOT 

Usury  ceilings  protect  consumers  against  exorbitant 

interest  rate  charges.   In  credit  markets  that  are  not  truly 

competitive,  usury  ceilings  prevent  lenders  from  charging 

excessive  Interest  rates  and  otherwise  from  taking  advantage  of 

captive  purchasers.   Usury  ceilings  also  protect 


*  Consumers  Union  is  a  nonprofit  membership  organisation 
chartered  in  1936  under  the  laws  of  the  State  of  New  York  to 
provide  information,  education,  and  counsel  about  consumer 
goods  and  services  and  the  management  of  the  family  Income. 
Consumers  Union's  income  is  derived  solely  from  the  sale  of 
Consumer  Reports,  its  other  publications,  and  films.   Expenses 
of  occasional  public  service  efforts  may  be  met.  In  part,  by 
nonrestr ictive,  noncommercial  grants  and  fees.   In  addition  to 
reports  on  Consumers  Union's  own  product  testing.  Consumer 
Reports,  with  over  3  million  circulation,  regularly  carries 
articles  on  health,  product  safety,  marketplace  economics,  and 
legislative,  judicial,  and  regulatory  actions  which  affect 
consumer  welfare.   Consumers  union's  publications  carry  no 
advertising  and  receive  no  commercial  support. 
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tKtettpnlsticaeed  and      uninforaed  eonijmt*   from   mrtrtsc   cites 
tMt  excewd   market    care*   to  an  jnconscioaable  degree.      In 
*tit*»    that   recently  have  eliminated  usury  ceilings,    abases 
already  ace  coming  to   light.      According   to  toe  staff  of   t-Qe 
Arizona  4in«ijv)  Department,    coiumeti    in  Arizona    (vhicit 
recently  *ii»i.-,**_e3  usury   limits)    are   unknowingly  giving  second 
deed*  of    trust  witn  effective    interest   races   tear,   exceed  an 
annual   percentage   fate  of    100    percent.      State   laws   limiting 
interest    rate  cnarges    for   consumer   credit    tend   to  offer 
protections  Highly   valued  by  consumers. 

Federal  preemption  of  all   consumer    usury   laws  would 
drastically  and   inappropriately    intrude    into  an  area 
traditionally   regulated   by   the  States.      Federal    laws   should 
preempt   state    law  only    if    it    is  clear    that    in  no  other   way  can 
the  public   be   adequately  protected.      By  this   test,    S.    1406's 
blanxet  preemption  of   state  laws   is  unjustified. 

It    is    true   that   artificially   low  ceilings  discourage 
lending  and  reduce  the  availability  of  credit.     Neither 
consumers   not    lenders  are  well   served   by   unduly   low  ceilings. 
But,   since  December,   19TB,   34   states  have  raised  or  abolished 
outdated   Interest   rate  Halts.     Others  are  now  reviewing   their 
rates  and   nay   make   further    revisions. 

The  few  states  with  low  ceilings—Arkansas  has  the  most 
extresie  li»it--strongly  believe  that  low  ceilings  protect  their 
citlzan*.      Indeed,    in  Arkansas  voters  have  repeatedly  chosen  to 
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retain  the  10  percent  usury  celling  written  into  the  state 
constitution.   A  federal  override  of  the  will  and  the 
constitution  of  the  people  of  Arkansas  should  be  viewed  as 
unfounded  federal  paternalism. 

The  sweeping  preemption  proposed  in  S.  1409  is  particularly 
offensive  because  it  abolishes  all  interest  rate  ceilings  even 
those  that  are  clearly  reasonable.   States  that  have  set  uoury 
limits  substantially  above  market  rates,  to  allow  landers  ample 
return  while  preventing  egregiously  high  charges,  would  be 
subjected  to  the  preemption  provisions  of  S.  1409.   Criminal 
usury  statutes  directed  at  lenders  who  assess  grossly 
unconscionable  Interest  ratesi  in  some  cases  exceeding  50  or  60 
percent,  would  he  abolished  by  S.  1406.   There  is  no  evidence 
that  these  laws  create  problems  either  for  legitimate  lenders 
or  for  borrowers.   Federal,  preemption  of  these  state  laws  would 
raise  new  and  troubling  questions  about  the  balance  of  powers 
between  the  Federal  and  state  governments.   This  Subcommittee 
should  reject  such  an  unreasoned  abolition  of  state  laws. 

Federal  preemption,  quite  predictably,  would  increase 
defaults  and  abusive  creditor  practices.   Without  usury 
ceilings,  lenders  would  have  every  incentive  to  engage  in  more 
aggresive  credit  promotion  and  solicitation  schemes  to  expand 
credit  use  and  profits.  They  would  be  willing  to  lend  to  less 
creditworthy  individuals  because  of  the  higher  potential  profit 
on  each  credit  transaction.   As  increasing  numbers  of  less 
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cred It worthy    iadiridual*  obtain  credit   at  bigber    rates, 

defaults  vill   occur   witn  greater    frequency.      States  witn  low 

usury  ceilings,   which   restrict  consumer  credit,   nave  not   found 

it  necessary   to  adopt  consumer   protections  against  numerous 

1/ 
abusive  creditor  practices.  Consumers   in   these  states 

vill  be  at  a   serious  disadvantage    if  preemption  rapidly 

increases  credit   us*,   defaults,   and  creditor  abuses. 

For   this  reason,   any  elimination,   however   ill-advised,   of 

state  usury   laws  ought  to   be  accompanied  by  strong   consuaer 

protections  against   unfair   and  unscrupulous  practices  engaged 

in  by  creditors.      The  Pair   Debt  Collection  Practices  Act  should 

be  extended   to  cover   creditors  who  collect   their   own  debts   and 

such  creditors'   attorneys,     as  it  stands,   this  law  merely  bans 

offensive  debt  collection  practices  by  debt  collection 

agencies.      In   addition,    consumer:    protections  against  unfair 

default  provisions,    in  effect  only    in   some   states,    should  be 

adopted  on  a  Federal   level.     Wage  assignments,   which  allow 

lenders  to  seiie  borrowers'   wages  without  any  procedural 

safeguards  or   even  cursory   judicial   scrutiny,    should  be 

prohibited.     Confessions  of  judgment,   whicn  waive  consumers' 

right   to   notice   and   the  opportunity   to  be  heard   before    Judgment 


1/      Several  of   these   abuses  which   are  prohibited    In   some 
states,   although  not   in  others  are  described   in  Federal  Trade 
Commission,   Bureau  of  Consumer  Protection,   Credit  Practices, 
Staff   Report  and   Recommendation  on  Proposed  Trade  Regulation 
Rule   {August   1980). 
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Is  entered  against  then,  similarly  should  be  banned.   Various 
other  unfair  creditor  practices  cited  in  the  Federal  Trade 
Commission  staff  report  on  the  Credit  Practices  Rule 
also  should  be  prohibited. 

Federal  preemption  would  also  need  to  be  accompanied  by 
restrictions  on  hidden,  inequitable  fees  now  assessed  by 
creditors  to  increase  their  rate  of  return  without  exceeding 
usury  ceilings.   The  Rule  of  78's  method  of  determining  finance 
charge  rebates  when  a  loan  is  prepaid  should  be  prohibited. 
Tiiis  calculation  method  substantially  penalizes  consumers  who 
prepay  loans  toward  the  beginning  of  the  loan  term.   Rather 
than  reap  profits  from  hidden,  unfair  fees,  lenders  should 
include  these  charges  in  the  Finance  Charge  and  Annual 
Percentage  Rate.  This  will  enable  credit  shoppers  to 
understand  the  true  cost  of  credit  and  compare  alternative 
credit  arrangements.   S.  1406  fails  to  provide  any  consumer 
protections  that  would  address  the  problems  it  would  create  or 
to  require  that  credit  charges  be  equitable. 

STATE  CONSUMER  PROTECTION  LAWS  SHOULD  NOT  BE  PREEMPTED 

S.  963  and  s.  1406  also  would  preempt  an  array  of 
substantive  consumer  protection  laws  that  do  not  directly 

control  interest  rate  charges.   Under  S.  1406,  all  laws  that 
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(**«»«*  -st**?**  *tiB-^u£  am.  at  a  — r-rnrf*  =«£;-  »l  — 
*>vi._-i  *■*  *l.fcs»*e-S«d.  3oly  <m4 1 T-r alattad  n»:^i  xxxe  -h«ilili— . 
*u*  ww*  a  99tttK0*t  tstM*  to  cowpiy  inu  tse  cr«S;t  oaaaxace. 
«wU  i*a*ix  »;*J*c«  l«  Stat*  rt:..;-...'  .  Tarii  r  S.  **3,  -»I 
*S*3*  i*w*  tiat  luuc  * 
iftan*  »9>ld  S*  ffiwgtrt. 
9n  Oi*(>*«  («f  credit  is«=raac«  and  on  tlse  as*  ct  u*  Bala  of 
?*'•  would  l*  eliminated.  Toes*  scat*  inuictiau  war* 

edited    t&   redress   Mfsoai,     .*:.-iv:.^--?:.    widespread 
creditor   efetses.      for    tn*  federal  govcrawnt   to  sweep  away  sad 
carefully  considered   scat*    taws  under    tie  gji.se  of  preempting 
usury  callings  would   oe  unjustified.      Soould  Congress  elect  Um 
drastic  step  of  preempting   state    laws,    that  preesp-ica  should 
tie  drafted  as   narrowly   as   possiDle   to  apply  only  to  those 
credit  cnarges,   excluding  credit   life    insurance,    included    in 
tM  Annual   Percentage  Rate  as  defined  by   the  Truth   in  Lending 
Act,     These  charges  are  a  part  of   the   interest  rate,   which  s. 
104*   atteapts   to  fete  fro*,  restrictions.     This  Halted 
preemption  would  suable  creditor*  to  charge  whatever   interest 
rate  they  choose,  while  allowing  tne  states  to  control  other 
credit  practices   based   on    fairness,   equitability,   or 
consclonablllty. 


3/     Although    the   iectlon-by-section  ■ 
that  sta-t   laws  which  restrict  the  us< 
would    not   be    ptoitmp'.pa,   we    find   no   support   for    this  assertion 
In   the    lingua,      ot    S.    1406.      By   limiting    the   preemption  to 
Charges    Included    in   the  APR,    the   Subcommittee   would   bring   S. 
1406    Into  conformity  with   the    Intentions   stated    in   the   suaaai 
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Under  S.  1406,  stats  laws  would  be  preempted  on  the  date  of 
enactment  of  S.  1406.   Within  three  years  after  that  date,  the 
state  could  reinstate  state  usury  ceilings.   However,  those 
states  which  failed  to  opt  out  of  the  Federal  preemption  within 
three  years  could  never  again  adopt  state  usury  ceilings  for 

If  Congress  proceeds  to  preempt  state  usury  ceilings, 
states  should  be  given  an  opportunity  to  veto  federal 
preemption.  A  federal  preemption  should  not  become  effective 
for  at  least  two  years  after  enactment,  to  allow  state 
legislatures  to  act. 

Moreover,  states  ought  to  be  able  to  reinstate  their  own 
usury  ceilings  at  any  time.   Those  states  with  no  usury 
ceilings  may  fail  to  opt  out  of  the  federal  usury  preemption 
within  the  next  three  years.  After  that  time,  if  interest  rate 
abuses  arise,  these  states  would  be  unable  to  adopt  rate 
ceilings  to  remedy  local  consumer  problems.   The  states  should 
not  be  bound  by  an  arbitrary  three-year  deadline. 
SUMMARY 

In  conclusion.  Consumers  Union  urges  this  Subcommittee  to 
reject  both  S.  963  and  s.  1406.  Most  states  have  revised  their 
rate  limits  to  accommodate  current  economic  conditions)  those 
that  have  retained  low  ceilings  do  so  because  of  strong, 
considered  sentiments.   The  proposed  abolition  of  rate  ceilings 
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would  be  an  unnecessary  and  unreasonable  intrusion  on  the 
rights  of  the  people  of  those  states  to  protect  their 
consumers.  Further,  the  proposed  Federal  preemption  could 
unleash  an  onslaught  of  defaults  and  abusive  debt  collection 
practices  without  providing  adequate  consumer  protections. 
Taken  together,  the  proposals  before  this  Subcommittee  are 
unnecessary,  undesirable,  and  harmful  to  consumers. 

Senator  Tower.  Thank  you,  Ms.  Broadman. 
Mr.  Schechter. 

STATEMENT  OF  HENRY  SCHECHTER,  DIRECTOR,  AFL-CIO 
OFFICE  OF  HOUSING  AND  MONETARY  POLICY 

Mr.  Schechter.  Mr.  Chairman  and  members  of  the  committee,  I 
appreciate  the  opportunity  to  present  before  you  the  views  of  the 
AFL-CIO  on  S.  1406  and  S.  963  dealing  with  consumer  credit 
deregulation. 

I,  too,  would  like  to  summarize  my  prepared  statement  but  ask 
that  the  full  statement  be  included. 

Senator  Tower.  Your  full  statement  will  be  included  in  the 
record. 

Mr.  Schechter.  Thank  you. 

The  AFL-CIO  has  frequently  adopted  positions  concerning  the 
level  of  interest  rates  and  availability  of  credit  for  different  pur- 
poses. Fluctuations  in  these  important  economic  conditions  affect 
the  condition  the  economy  and  the  cost  of  living  which  our  working 
people  must  face.  It  is  from  this  perspective  that  our  views  are 
offered  on  the  legislation  under  consideration. 

The  two  bills  mat  are  being  considered  would  amend,  extend  and 
add  to  the  Federal  preemption  of  State  interest  rate  ceilings  that 
was  enacted  in  1980.  The  removal  of  State  ceilings  on  mortgage 
loan  and  business  and  agricultural  loan  interest  rates  15  months 
ago  was  supposed  to  remove  distorting  and  economically  damaging 
impacts  in  those  economic  sectors.  The  record  of  experience  in  the 
affected  sectors,  therefore,  can  provide  some  notion  as  to  the  im- 
pacts, if  any,  of  Federal  preemption. 

IMPACT  OP  CREDIT  CONTROL  REMOVAL 

In  the  3  months  after  the  1980  act  was  signed,  under  the  com- 
bined influence  of  an  economic  recession  and  an  application  of 
credit  controls,  mortgage  interest  rates  declined,  downtrends  in 
home  sales  and  in  new  housing  starts  bottomed  out,  and  home- 
building  began  to  lead  the  economy  out  of  a  recession.  However, 
with  the  economic  upturn,  removal  of  credit  controls  and  tight 
monetary  policies,  interest  rates  climbed,  with  mortgage  rates 
reaching  a  15  percent  rate  and  the  prime  rate  21.5  percent  by  the 
end  of  1980.  Such  interest  rates  remained  at  relatively  high  levels 
in  the  first  half  of  1981.  The  interest-rate  sensitive  homebuilding 
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and  auto  industries  have  been  severely  depressed,  and  the  economy 
as  a  whole  is  weakening.  In  the  last  9  months  of  1980,  the  post- 
preemption  period,  the  number  of  business  bankruptcies  were  67 
percent  higher  than  in  the  comparable  1979  period,  and  the 
number  is  still  rising  in  1981. 

The  experience  of  the  housing  and  business  sectors  following  the 
removal  of  State  interest  rate  ceilings  indicates  that  they  did  not 
exert  a  significant  adverse  economic  impact.  They  had  been  made 
the  scapegoat  for  rising  interest  rates  which  caused  people  to  re- 
strict large  credit  financed  purchases  and  also  directly  depleted  the 
capital  of  many  businesses.  The  removal  of  interest  rate  usury 
ceilings  permitted  interest  rates  to  be  ratcheted  up  to  higher  levels 
at  a  faster  pace,  exacerbating  the  adverse  impacts. 

In  a  tight  money  situation  such  as  we  have  credit  is  extended  in 
a  seller's  market.  That  is,  the  people  who  extend  credit  can  sort  of 
auction  it  off  when  it's  available  and  obtain  higher  and  higher 
rates,  and  this  is  what  we  have  been  experiencing,  rather  than  any 
impact  of  ceiling  rates  which,  as  indicated,  in  areas  that  have  been 
badly  hurt  were  lifted  15  months  ago. 

S.  963  would  provide  that  any  State  statutory  or  constitutional 
ceiling  below  a  formula  ceiling  rate,  that  presently  would  be  19 
percent,  could  be  overridden.  The  bill  is  designed  to  preempt  the 
Arkansas  State  constitutional  ceiling  of  10  percent,  which  is  still 
applicable  to  consumer  credit  in  that  State.  That  constitutional 
provision  has  been  in  effect  for  107  years.  It  was  adopted  in  1874, 
after  the  1873  financial  panic  in  which  interest  rates  of  60  percent 
were  not  uncommon.  Several  proposals  to  have  the  10-percent  ceil- 
ing rate  raised  or  eliminated  by  referenda  and  constitutional  con- 
ventions have  been  voted  down  by  the  people  of  Arkansas.  The 
State  has  enjoyed  good  long-term  economic  growth,  as  the  absence 
of  high-cost  debt  burdens  has  more  than  compensated  for  tempo- 
rary slowdowns  in  high  interest  rate  periods.  Even  in  the  current 
high  interest  rate  period,  the  people  of  Arkansas  are  being  served 
by  local  and  national  merchants  that  provide  10-percent  credit 
financing.  Some  illustrative  recent  Arkansas  advertisements  are 
appended  to  this  statement. 

The  people  of  Arkansas  have  voted  four  times  in  the  last  years  to 
bar  credit  above  10  percent  and  its  burdensome  aftermath  in  their 
State.  They  should  not  be  forced  to  abandon  their  chosen,  appar- 
ently successful  course.  The  AFL-CIO  urges  disapproval  of  S.  963. 

I  think  the  Arkansas  experience  also  illustrates  a  recognition  by 
the  people  of  Arkansas  that  when  higher  rates  can  be  charged  in  a 
State,  all  the  rates  are  likely  to  rise  as  people  who  wish  to  borrow 
for  different  purposes  bid  for  funds  at  higher  rates.  As  a  conse- 
quence, the  higher  rate  structure  gets  passed  through  into  all  the 
costs  of  business  and  what  consumers  must  pay.  Therefore,  it  is 
their  form  of  collective  bargaining  with  lenders  particularly  and 
with  merchants  which  they  adopted  over  100  years  ago  saying,  "If 
you  wish  to  have  credit  costs  more  than  10  percent,  we  refuse  to 
use  it." 

The  Arkansas  experience  is  also  relevant  to  consideration  of  S. 
1406,  which  would  preempt  State  ceilings  on  consumer  loan  inter- 
est rates.  The  long-run  Arkansas  experience  refutes  the  allegation 
that  usury  ceilings  depress  a  State  economy. 
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CREDIT  RATIONING 

The  most  critical  issue  raised  by  advocates  of  preemption  of 
consumer  loan  rate  ceilings  is  that  ceilings  start  a  process  of  credit 
rationing;  in  which  the  least  qualified  borrowers  find  it  difficult  to 
secure  credit.  This  effect  would  be  much  greater  under  the  market 
forces  of  price  rationing  in  a  tight  money-high  interest  rate  envi- 
ronment that  we  presently  have.  If  a  person  can't  qualify  for  a  loan 
at  10  or  12  percent,  he's  certainly  not  going  to  qualify  for  a  loan  at 
18  or  20  percent.  Even  without  preemption,  some  States  have  no 
ceiling  rates  for  certain  types  of  consumer  loans,  and  some  ceilings 
permit  charges  with  44  and  51  percent  annual  interest  rates,  but  as 
some  of  my  colleagues  a  the  table  indicated,  actually  much  higher 
rates  are  being  charged.  Can  higher  rates  be  helpful?  Given  the 
outlook  for  tight  money-high  interest  rates  and  high  unemploy- 
ment, federal  preemption  in  the  consumer  credit  area  would  exac- 
erbate the  hardships  to  business  and  individuals  from  higher  rates, 
taking  us  back  toward  1873.  The  AFL-CIO  urges  disapproval  of  S. 
1406. 

[Complete  statement  follows:] 
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STATEMENT   OP    HENRY    H.    SCHECHTER,    ] 

OFFICE   OF    HOUSING    AND   MONETARY    POLICY,    AFL-CIO 

ON    CREDIT    REGULATION    AND   DEREGULATION 

PROPOSED   IN  S.H06  AND  5.963 

BEFORE   THE    SUBCOMMITTEE    ON    FINANCIAL    INSTITUTIONS 

OF  THE  SENATE  COMMITTEE  ON  BANKING,    HOUSING  AND  URBAN  AFFAIRS 

July   15,    1981 


I   appreciate   the  opportunity   to  present  before  you  the  vlewo 
of   the  AFL-CIO  on  S.1406,    the  Credit   Deregulation  and  Availability 
Act  of    19B1   and  S.963,    to  amend  Title  V  of   the  Depository    Institutions 
Deregulation   and  Monetary  Control  Act  of    1980. 

The  AFL-CIO  has  frequently  adopted  positions  concerning  the 
level  of    Interest   ratea   and  availability  of   credit  for   different 
purposes.      Fluctuations   in   these  important  economic  conditions   affect 
the   condition    the  economy  and   the  cost  of   living  which  our  working 
people  must  face.      It  is  from  this  perspective  that  our  views  are 
offered  on    the   legislation   under  consideration. 

with  your  permission,    I  would  like   to   summarize  my  prepared 
but  ask  that  the  full  statement  be  placed  in  the  record. 


The   two  bills   that  are  being   considered  would  amend,    extend  and 
add  to  the  Federal   preemption  of  state  interest  rate  ceilings  that 
was   enacted  in   19S0,        The  removal  of  state  ceilings  on  mortgage 
loan  and  business  and  agricultural    loan  interest   rates    15   months 
ago  was   supposed  to   remove   distorting  and  economically   damaging 
impacts    in  those  economic   sectors.      The  record  of  experience   In  the 
affected   sectors,    therefore,    can   provide  some  notion  as   to  the 
impacts,    if   any,    of    Federal   preemption. 

In  the  three  months  after  the  19B0  act  was  signed,  under  the 
combined  influence  of  an  economic  recession  and  an  application  of 
credit  controls,  mortgage  interest  rates  declined,  downtrends  in 
home  sales   and   in  new  housing  starts   bottomed  out,    and  homebuildlng 
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auto  Industries  have  been  severely  depressed,   and  tlws  eaoneary  as  a 

whole    la    weakening;.        IE    the    last    9    noctbs   Ot    19BO,    the    :-:.'.-;.---p.:: 
period,    the  number  of  business  bankruptcies  were  67  percent  blotter 
than  Id  the  comparable   1779  period,   and  the  number  is  still  rising 
In   IM1. 

The  experience  of   the  hounuj   and  business   sectors   following  the 
rtwvil   of   state   interest    rate  ceilings    Indicates  that   they  did  not 
exert  a  significant  adverse  economic    inpact.      They  had  been  Bade 
the  scapegoat  for   rising   interest  rate*  vhich  caused  people  to  restrict 
large  credit    financed  purchases   and  also  directly  depleted  the 
capital  of  many  businesses.      The    removal    if    interest   rate  usury 
ceilings    permitted    interest  rates   to  be  ratcheted  up   to  higher  levels 
at  a   faster   pace,    exacerbating  the  adverse   impacts. 

£.963  would  provide   that   any  state   statutory  or   constitutional 
railing  below  a  foniula  ceiling  rate,    that   presently  would  be   19 


percent,  coi 
applicable  i 
after  the  li 


overridden.      The  bill    is  designed  to  preempt  the 
istitutional   celling  of    10   percent,    which   is    still 
iisner  credit    in   that  state.      That  constitutional 
i   in  effect   for  107  years.      It  was  adopted  in  1874, 
lancial    panic   in  which   interest  rates  of  61  percent 
Several  proposals  to  have  the   10  percent  ceiling 
.minated  by  referenda  and   constitutional   conventions 
ad  down   by  the  people  of   Arkansas.      The   state  has   enjoyed 
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good   long-teem  economic  growth,    as    the  absence  of  high-cost   debt 
burdens   has  more   than   compensated  for   temporary   slowdowns    in  high 
interest   rate  period.        Even   in   the   current  high   interest   rate 
period,    the  people  of   Arkansas   are  being  served  by  local  and  national 
merchants   that  provide    10   percent   credit   financing. 

The  people  of   Arkansas  should  not  be   forced  to  abandon   their 
chosen,    apparently   successful    course.    The  AFL-CIO  urges   disapproval 
of   S.963, 

The  Arkansas  experience   is  also  relevant  to  consideration  of 
S. 1406,   which  would  preempt  state  ceilings  on  consumer  loan   interest 
rates.      The  long-run   Arkansas   experience   refutes   the  allegation    that 
usury   ceilings    depress  a   state  economy. 

The  most   critical    issue  raised  by  advocates   of  preemption   of 
consumer   loan   rate  ceilings   is   that   ceilings   start  a  process   of 
credit        rationing   in  which   the   least  qualified  borrowers    find  it 
difficult  to  secure  credit.      This  effect  would  be  much  greater  under 
the  market   forces  of   price  rationing    in   a   tight  money-high    interest 
rate  environment  that  we  presently  have.      Even  without  preemption, 
some   states  have  no  ceiling  rates   for  certain  types  of  consumer  loans, 
and   some  ceilings  permit  charges  with   44   and   51   percent   annual    interest 
rates.      Given  the  outlook    for  tight  money-high   Interest  rates   and 
high   unemployment,    Federal   preemption  in   the  consigner  credit   area 
would  exacerbate  the  hardships  to  business  and  individuals   from 
higher  rates,    taking  us   back  toward   1B73.      The  AFL-CIO  urges 
disapproval  of   s.1406. 
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Impacta  of  Federal  Rate  Preemptions 

The  Credit  Deregulation  and  Availability  Act  of  1981, 
S.  1406  is  proposed  to  complete  the  process  that  waa  begun  by 
enactment  of  the  Depository  Institutions  Deregulation  and  Monetary 
Control  Act  of  1980.   The  1980  Act  preempted  State  interest  rate 
ceilings  on  mortgage  loans  permanently,  and  on  business  and 
agricultural  loans  for  a  three  year  period.   Under  s.  1406.  the 
Federal  preemption  of  business  and  agricultural  loons  would  be- 
come permanent  and  state  ceilings  on  consumer  loans  would  also 
be  preempted.   All  of  the  Federal  preemptions  may  be  made  in- 
applicable in  a  state  by  an  action  of  the  state  legislature. 

It  has  been  stated  that  Federal  preemptions  of  at. 


distort 

niortgagi 
and  bul 

in  thoai 


lings  were  enacted  in  1980  because  Congress  saw  the 
imically  damaging  impact  that  state  home 
ite  ceilings  were  having  on  buyers,  sellers 
decs  of  homes,  and  therewas  asimilar  view  of  the  business 
cultural  credit  situation.   Since  the  Federal  preemptions 
sectors  became  effective  on  March  31,  19B0,  there  if 
month  record  of  experience  which  should  reflect  this  impact. 
it  has  happened  during  the  fifteen  months  since  the  state 
rate  ceilings  on  mortgage,  business  and  agricultural  loans 
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and  housing  starts  can  be  followed  in  Table  1,  below.   In  the 
three  months  after  the  Depository  Institutions  Deregulation 
Act  was  signed,  under  the  combined  influence  of  an  economic 
recession  and  a  modest  application  of  credit  controls,  mortgage 

sales  and  in  housing  starts  bottomed  out.  Homebuilding  began  to 

However,  as  the  economy  began  a  recovery, (which  was  never 
completed) the  credit  controls  were  lifted  and  there  was  a  turn 
to  an  increasingly  restrictive  monetarist  policy  which  soon  set 
mortgage  interest  rates  on  an  upward  trend.   Home  sales  began  to 
decline  in  the  latter  months  of  19B0,  the  starts  rote  took  a 
nosedive  in  February  1981  and  have  remained  depressed  since  than. 

Business  loan  interest  rates  also  were  affected  by  the 
recession  and  credit  controls  of  1980.   The  prime  rate  charged 
by  banks  hit  a  peak  of  20  percent  on  April  2,    19B0,  subsequently 
declined  to  11  percent  by  July  25,  then  climbed  to  21. 5  percent 
by  late  December.   (During  1981  the  prime  rate  has  fluctuated 
between  20H  and  17  percent).   A  comparison  of  the  number  of 
business   bankruptcies  in  the  last  9  months  of  1980,  after  Federal 
oremptlon  of  loan  rate  ceilings  ,  with  the  number  during  the  last 
9  months  of  1979.  shows  a  67  percent  increase  In  1980  over  1979. 
In  the  first  month  of  1981  there  was  a  52  percent  Increase  over 
the  first  month  of  1980. 
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experience  In  sectors  financed 
with  mortgage  and  business  loans  suggests  the  state  interest  rate 

The  Influence  of  Federal  Reserve  monetary  policy  upon  interest  rates 
and  upon  home  and  auto  buyers  and  the  viability  or  mortality  of 
businesses  in  residential  construction,  commerce  and  industry  was 
much  greater.   This  had  certainly  been  indicated  by  the  entire 
post-World  Nar  IT  history  of  the  role  of  monetary  policy  in  credit 
and  business  cycles.   Confirmation  was  provided  by  the  1979-81 
experience,  before  and  after  Federal  preemption  of  rate  ceilings. 

The  removal  of  state  interest  rate  ceilings  removed  a  scape- 
goat.  Without  the  ceilings,  as  interest  rates  in  recent  months 
climbed  back  to  where  they  were  about  fifteen  months  ago,  great 
weakness  was  again  felt  in  housing  and  auto  markets,  more  businesses 
are  failing  and  the  entire  economy  Is  becoming  soft.   If  anything, 
the  removal  of  usury  rate  ceilings  has  permitted  Interest  rates  to 
be  ratcheted  up  to  higher  levels  at  a  faster  pace,  as  competition 
Cor  funds  for  different  uses  became  more  permissive. 

Apparently,  some  other  changes  than  Federal  preemption  are  needed 
to  help  remove  the  causes  of  economic  Instability  and  damage  that 
take  place  with  reliance  upon  monetary  policy  as  the  sole  requla- 


3,0,i,zeab,GOOglC 


*'pUrt»\   >r*wnprijm   &(  3.-*'*    ; 

%,   t',i  t*   *  Ml*cti«.    "*p*e-_*I    i-iurr-   Bs.il,    i  u ■  T  T i   ■ 

!W1I    :M  also    Ehrea*  .*«■!*    Ligfrs    ;ipcc   t?ie  ecesiiSecaeiana  unalirt 
in   tne  .mwe  &roi»rli7  *05-  I'sitl*  federal  praewnmaii  gcijouun*  is 

S,     >4'i    '#CA>1£    ttflTid*     *rj",     KC-CMlC&Jt*C^lEJ3    AEJ    IUU    cans&-L- 

toCloMl  4r  statutory  j-ro-m i or. ,    toe  Liairnt  ntt  on  any  loan 
In  */.y  •  £«*.*  coali  Be  the  higher  of  either  a  fonmi*  ceiling 
WWI*M    i  r,   tM   cLll   ax  a  higher   rate  that  would  be  permitted 
in  the  »f,Mf.c*  of    that    (omula  rate,    needing  any  higher  state 
';»!Jlf^|  ftf    >ln    stoence  of  any  ceiling  as  under  the  proposed 
S,    1  *'><■   pr  Amotion,      The   formula    rate  ceiling  wold  be   the  Federal 
■«■»*/-/-.   Iijfjwr.'.    rate,    curently    14   percent,    pins   1  percentage 
point    plus   any   current   uncharge  on   the  discount  rate,    currently, 
4   percent)    providing  a    19   percent   celling. 

The  only  stata  with  a   constitutional    loan   interest  rate 
falling  below   19  percent  1*  Arkansas,   where  a  constitutional 
usury  rsts  calling  of   10  percent  has  prevailed  for  107  years,   after 
It  was   adopted   In    1874.      That  was   the  year   following  the    1873 
financial   panic  when,    as    described   in   a    1906  paper  prepared  for 
th»  Arkansas   Hankers   Association, "in    1873  and  the   early  part  of 
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1874  the  rate  had  risen  until   24  percent  per  annum  was   considered 
reasonable  and  more   frequently   60   percent  per  annum  was  given." 
During   the   107  years    in  which  the   10   percent   constitutional   ceiling 
rate  has   remained   in   effect,    there   have   been  several   attempts 
through  constitutional    conventions   and  special   referenda  to   raise 
or   eliminate   the  10  percent   ceiling   rate.      Each  tine   the  people 
of  Arkansas   have   voted  to   retain   the   10   percent   ceiling. 

Despite   the   fact   that   there  will  be  a  special   referendum  on 
the  1982  general   elections  ballot  In  Arkansas,   proposing  to  change 
the   ceiling    from  10   to   •  maximum  of    17  percent,    S.    963   has   been 
introduced  in  the  U.S.   Senate.      It  is  an  end-run  around  the  repeated, 
expressed  will  of    the  people  of   Arkansas. 

There  Is   evidence  which  vindicates   the  economic  good  ssnse 
of  the  people  of  Arkansas.      Arkansas  which  is   still    largely  an 
agricultural   state,   but  growing  industrially,   has  been  catching  up 
with  the  U.S.    in  personal    incomeonaper  capita  basis,    which  adjusts 
for  the  changes    in  population.      As  a    percentage  of  the  U.S.    per 
capita  personal    income,    the  Arkansas   par  capita  personal   income 
increased  from  62   percent   In    1958   to   7B   percent   in   1979.      Over 
that  same  period,  while  U.S.   no nagri cultural   employment  Increased 
by   46  percent,   the  comparable  increase  in  Arkansas  was   104  percent. 

Apparently  the  10  percent  uaury  celling  did  not  result  in 
stifling  consumer  demand  and  economic  growth,  Arkansas  has  not 
suffered  as  great  a  drain  of  expendable   Income  due  to  very 

high  interest   ratea    as  other  states  have. 
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In  fact,  because  they  do  not  assume  high  interest  loans  during 

the  tight  money,  high  Interest  rate  periods,  Arkansas  consumers  have 


less  of  a  drain  upon  their  future  incomes  than  those  in  other 
states,   Arkansas,  therefore,  has  tended  to  suffer  less  during  the 
recessions  which  follow  the  high  interest  rates,  and  to  bounce  back 
more  readily.   The  state  has  enjoyed  above-average  long  term  growth 
as  indicated  by  data  on  per  capita  personal  income  and  growth  in 
non-agricultural  employment. 

The  constitutional  10  percent  interest  rats  ceiling  has,  in 
effect,  been  collective  higgling  and  bartering  by  the  people  of 
Arkansas,  telling  the  banks  that  they  will  forego  the  use  of  credit 
when  rates  are  above  that  limit.   And,  apparently,  that  position 
is  still  serving  the  people  of  Arkansas  well. 

Last  week,  the  local  department  store  chain  (Dillard's)  in 
the  Little  Rock  area  was  featuring  easy  credit  as  available  to  Its 
customers  -  at  10  percent.  An  Arkansas  furniture  store  chain 
[Brandon  House),  which  does  most  of  its  business  on  a  cash  basis, 
but  also  has  10  percent  credit  available,  is  building  a  huge  new 
additional  store.   The  major  hardware  store  in  Little  BOCk 
(Handy  Dan's)  has  been  soliciting  credit  card  (10  percent)  accounts 
by  telephone.  Sears,  Penny's  and  Hards  extend  credit  at  10  percent 
in  Arkansas,  and  they  advertise  merchandise  at  price*  that  are 
applicable  In  other  states  as  well  as  Arkansas. 

Arkanaas  auto  dealers  situated  near  the  TBnneasee  state  boundary 
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that   they  have   i"    percent   'irjncio;   available,    although  such 
financing  may  b»  provided  only   =7  major  American  auto  mmnuf  acenr:- 
Ing  suoeidlarles   for   their  owe  rake. 

Since  Ehe  people  of    Arkansas   hare  seen  fit   to  retain  >   10 
percent    llm'.   or.   consumer  credit    interest   rates   and  have  enjoyed 
Long-term  •seor.csuc  growth   throng!-    retention  of   this  poller,    lc 
»uM  be  ar.   imposition  upon   their   right  to  guide   their  fcouMic 
destiny  to  have  Federal   preemption  of  consumer   loan  interest   rates. 
The  AFL-CIO   urges   the.  Committee  to   disapprove  S.    963. 
eXflMMd  a*"  federal    Prwaotioo  of    Interest   Bate  Ceilings  on 
taiAflfJU   «na  Agricultural    Uana. 

The  current.   Federal    preemption  of  state  ceilings  00  business 
and  agricultural    loans    lrterest   rates  would  be  amended  by   s.    1406. 
Present  Federal    statutory        provisions  enacted  in   1980,    preempt 
for  three    years  state    usury  ceilings  on  coemtercial  and  agricultural 
loans,    and     satabllsh    a     Federal    limitation  on   Interest   rates  to 
be  charged  on   such  loans.      It   is    the  higher  of  the  state  celling 
or   5   percentage  points  above  the  Federal    Reserve  discount  rate, 
plus   any  surcharge  thereon.    That    formula  rate   -  presently  23  percent   - 
)•   roughly   in    line  with   the  present  prime  rate  of   20lj  percent.      Even 
with  that  rate  structure,  business  bankruptcies  have  been  on  a  riaing 
trend.      Removal  of  even  that   celling,    coupled  with  the  outlook 
for  continued  tight  monetary  policy  Is  to  invite  further  escalation 
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of   Interest   rates  as   lenders  can  auction  off  scarce  credit  funds 
to   the  highest  and  strongest   bidders.      It  will    result   In   even 
more  failures  of  businesses  -  anrt  prcbably  also  farmers  -  and 


more  unemployment.  As  the  deter 
highly  interdependent  economy,  1 
cult  to  turn  it  around. 

The  braking  effect  of  some 
back   the   devastating  effects  of   unrei 


:ely   n 


eded. 


business  and  agricultural  li 
should  also  be  an  exercise  of  Federa: 
from  rising  to  destructive  levels 
should  be  Included  in  the  statute 
Federal  preemption  would  be  i 
unless  a  state  within  three  years 
to  override  the  Federal  preemptio: 


:a   that  will  hold 
isonably  high  interest  rates 
Federal  preemption  of  state 
t  rate  ceilings,  there 
responsibility  to  keep  them 
An  appropriate  ceiling  rate 

permanent  under  3.  1406, 
-cised  a  statutory  option 

control  over  Interest 


rate  ceilings.   Since  there  is  no  known  contemplation  chat  the  high 
Interest  rates  which  gave  impetus  to  the  temporary  Federal  preemption 
will  continue  for  more  than  3  years,  there  la  no  Justification  for 
making  the  preemption  permanent. 

Tt  took  the  Federal  government  200  years  to  decide  to  preempt 
the  states  powers  of  interest  rate  regulation.  Why  should  the  states 
have  to  make  up  their  minds  in  only  three  years  whether  Federal 
non- regulation  Is  better  than  state  power  to  regulate  or  not  regulate? 
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At   the  present   time,    under   the  option  provided  in  the  1980 
Financial    institutions   Deregulation  Act,    Federal  preoptions  of 
state  usury  laws  have  been  overturned  in  whole  or  in  part  in 
Hawaii,    Iowa,    Puerto  Rico,    Kansas,    Minnesota,    Colora 
South  Carolina  and  South  Dakota.      Host  of    these  are   -general 
overrides-    applicable   to   all   Kinds  of   loans.      Host,    though  not 
all,    of  these  overrides  take  effect    immediately.      In  a   few  cases 
they  will  not   take  effect  until   the   end  of   this   year.      It  is 
difficult  for  busy   state    legislatures  with  very  short  sessions 
to   take  up  and  act  upon   legislation   to  override  a  Federal  law. 
If  there   is    to  be   Federal   preemption  of  state   interest   rate 
ceilings,   beyond  the  present    expiration  date  of  April   1,    1983, 
the  option   for  states   to  override   should  be  permanent. 
Federa.    orc-en.tior,   of    state   consunigr   credit      interest   rate    ceilings . 

The  wholly   new   Federal    preemtion  action  proposed   in  S.    1406 
is  with   regard   to  state   consumer   credit   interest  rate  ceilings. 
Any  state   prohibitions,    limitations   or   restrictions    upon   the  rate. 
nature,    type,   amount  or  manner  of  calculating  of  charges  would  be 
made    inapplicable   to  an  extension  of   consumer   credit. 

Although  the  states  would  still  be  permitted  to  regulate  con- 
sumer protection,  the  most  vital  protection,  with  regard  to  rates 
and   charges,    would  be  precluded  entirely. 

Many  of  the  reasons  that  have  been  given   for  the  abolition  of 
consumer  credit  interest  rate  ceilings  are  open  to  serious  question. 
Perhaps    the  most   critical    issue   is    raised  by    the  claim  that   con- 
sumers would  be  better  served  by   removal   of  usury  ceilings,    since 
such  ceilings    "start   a   process   of   credit    rationing  where   the  least 
qualified  borrowers    find   it    Increasingly  difficult   to   secure  credit.' 
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In   the  abaence  of   usury  ceilings,    in  a   tight  money-high    interest 
rate   environment,    such   as   we  presently  have,    as   interest  rates  movi 
up,    the  least  qualified  borrowers  would  become  even  less  qualified, 
and  would  find   it   even  more  difficult  to  obtain   credit.      To  leave 
credit   rationing   entirely   to  market   forces,    which   is   really  ration- 
ing  by   price,    is  to  rule  out  considerations  of  need.      Those  of 
lower   Income   and  credit  standing,    and  those  who  need  small  loans 
involving  higher  administrative  costs   per   loan  dol 
forced  out  of   the  market  when  rates  shoot  up. 

The  claim  that  certain  types  of  financial  institution' 
actively  engage   in  profitable   consumer   lending,    given  current  money 
costs  and  state  ceilings,    is  no  reason  to  raise  those  cell: 
The   institutions   are  chartered   to   serve   the  people,    not  vice- 

The   claim  that   usury    ceilings  have  a  generally   depresssi 
upon   the   eccnomy  of   a  state   Is   highly  questionable   in   the 
more  than   a  century  of   experience   In   Arkansas  which  has   a 
constitutional   interest   rate  celling.     The  state  has  grown 
prospered. 

It   certainly  would  not  benefit  the  economy  of   ony 
the  nation   to  go  back  to  the  Arkansas  days  of   1871  whet 
Interest   rates  were  not   uncommon.      And  yet,    even  under 
regulation,   there  are  consumer  loan  ceilings  with  charges 
translate  Into  annual   percentage  rates  of   44  percent  and  5 
and   a  number  of   states  hove   no  maximums   for  certain  types   i 
loans.      To   remove  the  state  ceilings    in   tight   credit  ma: 
Is   a  sellers  market,   could  very  well  lead  to  60  percent 
of 
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effective    for  the  fi: 


and  high  unemployment  has  been  producing 
business  or  personal  bankruptcy   filing*.      In   1980    there  was  an 
unusually    large   GO  percent   increase    in  the  annual   muter  of  non- 
business   debtors    filing  bankruptcy  petitions    in  the   united  States. 
,    to  a  new    { 1978)    bankruptcy   lav  becoming 

rfever.    comparable   figures    showed  a   33  percent 
c  of   people    filing  for  bankruptcy   in  the 
over   the   first  quarter  of    1980. 
ewed   distribution  of   interest   income  toward  the 
and   the   extended  additional   drain  upon 
!  higher   interest   rates   prevail,    ceilings 
Interest   rates   at  more  affordable   levels  are 
i   reasonable  economic  balance  that  helps  to  nut 
:ates   have  each  established  limits  to 
serve  those  purposes   under  the  influence  of  the  various   interest 
groups    in    their   Jurisdictions.      The   Federal   government   should  not 
Intervene  to  preempt   this    established  economic  and  political  balanc 
Federal  preemption  of  consumer  loan  Interest  rate  ceilings,   that 
would  take  us  beck   toward   1A73,    should  not  be  enacted. 
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mi  ijilif  U  (iiln  ii  ill i  rni)lliM(  jui 
ikMf  t*  |M  you*  **Jnbt  ii rrlit  Net 


Charf«  it! 
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For  the  family  on  the  run 


$4.11  OFF 

The  Winner  II 

!€^Ji    fit 

Sears 

Ask  About 
Sean  Credit  Plan 

(C  mm^rn 

SUMMER 

CEDE 

fcHe  prion  on  thb 
page  end  Jury  2S 

W 

128?         13^8 

A  sturdy,  amok:  shoe  with  nyWn  and  suedM  SpW 
leather  upper  cushioned  Insole  and  padded  arch 
support  and  padded  collar  far  comtan  Huober  sale 
with  wrapped  toe  and  heel. 

'2  OFF 

winner  II  Jr. 
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UKUOAS  G»Z$TTt.  W«t«^.  U,  I.  WW.  ■ 


iflJJM 

U         FRESH  CARS 

|      ARRIVING  DAILY 

CARS 

B  i«bo  ^sjsjvsis™  i 

•7,996 

fl         1979  TOYOIA  CEUCA  WW 

■6JM 

IV          ltfttl  CMvWJLEt  MOMTE  C«fi 

"»B,495 

■        1981  torn  FMtMOMT  *PW» 

|£™pStl 

"•7,795 

l?ifS.«.HD.rz,.,?«B^*- 

"•5,995 

1979  cwyholet  ualibu  n. 

"•5,695 

1979  FC"»  MU9I«KO  SDOOB  H»IOHB*CK 

■H«IJI,I'"..'JWTtTT 


I/Hjji  562-3673 

4600  South  University 

■""■'"» ■— — 
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Senator  Tower.  Thank  you,  Mr.  Schechter.  I  think  this  is  one  of 
the  most  interesting  issues  that's  come  before  this  committee  as  it 
cuts  across  philosophical  lines  with  everybody  taking  a  pragmatic 
approach.  We  have  had  legislators  with  distinguished  records  for 
liberal  social  legislation,  consumer  legislation,  testify  in  favor  of 
the  substance  of  these  measures. 

I'm  aware  of  the  fact  that  automobile  dealers  are  very  interested 
in  this  legislation  and  would  like  to  see  it  passed.  It  occurs  to  me 
that  is  probably  one  of  the  most  depressed  industries  in  the  United 
States,  with  the  highest  rate  of  unemployment.  I  could  be  incorrect 
on  that,  but  at  least  that's  the  appearance,  and  I  note  that  auto 
sales  are  down  this  month  at  the  lowest  rate  on  a  monthly  basis  in 
a  year. 

I  wonder  if  you  would  comment  on  that,  Mr.  Schechter. 

Mr.  Schechter.  Yes.  I  think  perhaps  the  biggest  problem  the 
auto  dealers  have  is  financing  their  floor  inventory  and  when  they 
have  to  pay  high  interest  rates,  many  of  them  above  prime,  I  think 
that  is  what  is  hurting  and  makes  it  very  difficult. 

They  have  been  through  slow  sale  periods  before,  but  I  think 
that  hurts  most.  What  they  have  to  pay  in  the  way  of  interest 
where  the  ceiling  had  been  taken  off  on  business  loans. 

As  far  as  the  industry  most  depressed,  I  don't  know  whether  it's 
autos  or  construction,  but  at  this  time  we  have  16.6  percent  of  the 
construction  trades  unemployed. 

I  would  say  in  both  cases,  it  is  primarily  the  tight  money,  high 
interest  rate  levels,  and,  incidentally,  I'm  sure  this  committee  is 
most  concerned  with  the  savings  and  loans  situation  where,  again, 
as  long  as  we  continue  to  have  high  interest  rates  that  we  have, 
the  situation  gets  more  and  more  serious. 

INTEREST   RATES   OF   200   PERCENT 

Senator  Tower.  Mr.  Boyle,  can  you  cite  examples  of  the  high 
interest  rate  loans  that  you  mentioned— 100,  200  percent?  Can  you 
cite  examples  of  those? 

Mr.  Boyle.  Yes.  There  have  been  numerous  such  loans,  for  exam- 
ple, in  Arizona,  which  about  a  year  and  a  half  ago  deregulated 
their  interest  rates  and  their  charges.  It  happens  in  this  mecha- 
nism where  you  start  buyers  on  a  small  monthly  payment  and 
then  you  give  them  a  payment  after  a  couple  years  of  building 
more  equity  up  in  their  home  or  their  purchase,  then  you  have 
them  pay  a  balloon.  Of  course,  they  can't  afford  it  and  they  don't 
want  to  lose  their  home,  so  they're  stuck  with  whatever  rate  they 
wish  to  charge. 

There's  a  recent  study  in  New  York  by  the  New  York  Banking 
Commission  which  looked  at  appliance  dealers  where  they  found 
rates  as  high  as  208  percent  here  recently  in  the  first  few  months 
after  deregulation  in  the  State  of  New  York. 

There  are  numerous  examples  in  the  very  short  period  of  time 
we  have  seen  deregulation  there.  There  are  many  large  segments 
of  the  economy  today  that  are  not  competitive.  The  1972  National 
Commission  on  Consumer  Finance  recognized  that  fact.  The  10 
years  I  spent  in  Texas  looking  at  mobile  home  loans,  looking  at 
finance  company  loans,  and  talking  recently  to  credit  commission- 
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ers  around  the  country  indicated  that  in  certain  segments  of  the 
market  there  is  very  little  competition. 

Senator  Tower.  Aren't  a  lot  of  those  high  interest  rate  loans, 
though,  short-term  loans,  so  when  you  annualize  the  interest  it 
does  come  out  at  a  very  high  rate,  but  ordinarily  don't  these  short- 
term  loans  include  costs  of  origination,  which  are  in  fact  necessary 
for  making  the  loans? 

Mr.  Boyle.  Well,  I  think  you'll  have  some — certainly  that's  true 
in  some  short-term  loans.  Some  of  these  home  improvement  loans 
are  rather  lengthy  and  I  think  some  of  them  run  as  long  as  5 
years.  So  you'll  have  what  we  term  generally  as  a  longer  term  loan 
that  will  fall  into  this  kind  of  category. 

Senator  Tower.  Ms.  Broadman,  you  mentioned  the  fact  that  this 
legislation  or  legislation  similar  to  it  in  various  States  has  resulted 
in  a  lot  of  hidden  costs  and  charges  and  that  the  uninformed 
consumer  is  unprotected.  Twelve  years  ago  we  reported  out  of  this 
committee  and  enacted  by  the  Congress  a  truth-in-lending  bill,  and 
we  spent  millions  of  dollars  to  provide  information  to  the  consum- 
ers on  the  cost  of  credit. 

I  might  note  that  the  Federal  Reserve  Board's  1977  consumer 
credit  survey  showed  that  truth-in-lending  vastly  increased  con- 
sumers' awareness  of  credit  costs  and  it  stated  awareness  continues 
to  be  high  among  the  public  as  a  whole. 

Do  you  have  any  comment  on  that? 

HIDDEN   PREPAYMENT  PENALTIES 

Ms.  Broadman.  Yes,  I  certainly  do.  I  was  referring  to  fees,  such 
as  prepayment  penalties.  We  view  these  as  hidden  fees  because 
they  are  very  steep  fees  charged  when  you  pay  off  your  loan  early 
so  that  the  fee  is  not  included  in  the  annual  percentage  rate 
disclosed  when  the  consumer  shops  for  a  loan.  The  consumer 
doesn't  really  find  out  about  this  charge  until  later  on  during  the 
long  term. 

Under  the  new  revised  truth-in-lending  requirements,  prepay- 
ment penalties  are  not  required  to  be  disclosed  in  the  truth-in- 
lending  statement.  We  are  encouraging  this  committee  to  look  at 
the  possibility  of  prohibiting  fees  that  are  considered  by  many 
States  or  some  States  to  be  unfair  charges  that  are  not  included  in 
the  APR.  Then  all  charges  for  consumer  credit  would  be  then 
included  in  the  financial  charge  and  reflected  in  the  APR  which 
consumers  are  aware  of. 

As  the  Federal  Reserve  Board  study  demonstrated,  consumer 
awareness  of  APR  is  increasing  significantly  since  truth-in-lending 
was  passed. 

Senator  Tower.  I  think  my  time  has  expired.  I  will  now  turn  you 
over  to  the  tender  mercies  of  Senator  Proxmire. 

Senator  Proxmire.  This  is  a  very  expert  panel.  Can  anybody  on 
this  panel  tell  me  how  many  States  still  have  usury  statutes  of  any 
kind? 

Ms.  Broadman.  I  would  like  to  introduce  into  the  record  a  study 
prepared  by  the  Wisconsin  office  of  the  Commissioner  on  Banking. 
They  recently  completed  a  nationwide  survey  of  usury  ceilings  that 
I  would  be  happy  to  provide  to  you. 
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Senator  Proxmire.  Can  you  tell  me  how  many  States  have  usury 
statutes? 

Ms.  Broadman.  That  depends  on  the  kind  of  usury  statute  you're 
referring  to. 

[The  Wisconsin  study  is  reprinted  as  follows:] 
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MAXIMUM   FINANCE   CHARGE   RATES   FOR   FIRST   LIEN   REAL   ESTATE   MORTGAGE   LOANS. 
CLOSED   END   CREDIT,   OPEN   END   CREDIT.   AND   FINANCE   COMPANIES   IN   ALL   SO   STATES 
TOGETHER   WITH   PROPOSED   LEGISLATIVE   AMENDMENTS 


PREPARED   BY   THE   1 


ISIN   OFFICE   OF   THE   COMMISSIONER   OF    BANS! 


SURVEY  OF  FIRST  LIEN  REAL  ESTATE  LOANS  FINANCE  CHARGE  RATES 
Current  Law  Legislative  Prop 


15*  criminal   usury  penalty 


(Constitutional   limit} 


Fixed  rate  -  No  Maximum  Rate 

VHM's   -   Haul  mum  variance  of  «  per  6  i: 
and  2>il  over  life  of  "loan 


xlnum  Rat* 

ximum  Rate  as  of  6/1/81  ' 


16.Z51  per  yr.   (July  '81) 


No  Maximum  Rate  (Sunset  12/31/81) 
Former  rate:     Pit  above  monthly  Index  of 
long  term  U.S.  Government  bond  yields. 


No  Maximum  Rate  (4/27/81) 


Agnized  byGoOgle 


V,  •*/'«■  KM 


!*I  it-  /'. 


t«  p*ryr.   plvi  1   point   (7/1/S1) 

No  feilwia  hU  (Saiiet  7/1/S3) 

No  lU/lnu"  Hit*  -  Loan*  ottr  125,000 

ho  Hiilu  Rite 
E>vtrro4«  ftd»ril   i 

No  Hiilmnii  Istt 
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First  Lien  Real   Estate  Loins 


Government  bond  rite. 


Legislative  Proposal 


federal   preenptton  7/1/B1 


■  Rale  -  Loans  over  t- 


rrode  federal   preemption  3/19/80 
A  nonthly  auction  rate  plus  Z%, 
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t  lien  teal   Estate  Loans 


Legislative  Proposal 


No  Maxima  Rate 

Average  yield  for  26  **.   T-bllli 


Average  yield  of  ZO  and  3D  yr.   long 
tem  oovemaent  bonds  plus  111 
(15.251  -  July  '81) 
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Y  OF  CLOSED  END  CONSuTCR  CREDIT  FIHANCE  CHARGE  HATES 


Current  Rate 


Legislative  Proposals 


SB  per  1100  pel 
Over  J5000  -  Hi 
S2000/2«  ns 

81  peryr.'o 
$2000/24  IDS 


1000,   (retail) 
II  COO 
16.421  APR 


tttutlonel  Unit 


eminent  to  repeal   will   b 


o  luxWm  rate  (banii) 


SZOuO/H  nos.   ■  17.291  APR 


.   to  (630,   (banks) 
.   from  Jf.31   to  K100., 
2101  or  ?T.  on  all  unpaid 


251  per  yr.  to  $630,  (retail) 
201  per  yr.   fro™  $631   to  $2100, 
151  per  yr.   from  WOl.  or  18* 
per  yr.  whichever  Is  greater. 
$2000/24  nos.   ■  19. SO;  APR 
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Closed  End  Consumer  Credit 


Current  Rate 


Legislative  Proposal 


J2000/J4  •  16.51  APR 


Hawaii  141  per  yr.  for  IB  mos., 

10. SI!  per  yr.   for  neit  1!  nios., 
71  per  yr.   for  rent  12  "OS., 


351  per  yr.   to  $660,   (banks) 

21*  per  yr.  from  $661  to  12200. 

15S  per  yr.   from  $2201,  or 

21*  on  all  unpaid  balances,  whichever 

I20O0/24  mo*.   ■  28.43%  APR 

(retail)  Sane  as  rate  'for  finance  eonpai 


S16  per  Jim  per  yr.   to  $500  (retail) 
$14  per  $100  per  yr.   from  $501   to  $800 
SI  2  per  SI  00  per  vr.   from  $831 
$2000/24  mos.   ■  23.751  APR 


36"!  Per  yr.   to  $540, 

21*  per  yr.   from  $541   to  $1800. 

151  per  yr.  from  $7801, 


(Passed  Legislature} 


(7/1/81}  whichever  Is  greater 


$2000/24  not.   ■'17.731  APR 
r  yr.  (banks} 
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Closed  End  Cominr  Credit 


Current  Rite 


legislative  Proposal 


241  per  yr.  ta  $1750,  (retail) 
181  per  yr.  fro»  $1751  to  $5000, 
121  oeryr.  fron  S5001.  or 
13*  on  all  unpaid  balances,  unltiiever 

$2000/24  an.  -  27*  APS 

361  per  yr.  to  $1400.  (banks) 
271  per  yr.   fraa  SI 401   to  14000, 

?*1  per  yr.  fro«  (4091  to  $7000, 
zii  per  yr.  over  S7OO0. 
$2000/24  ns.  -  34. B4*  APR 


39*  per  yr.  on  bat. 

21*  per  yr.  on  bal . 

15*  per  yr.  on  bal. 

t  yr.  on  all  b 


per  yr.  on  entire  balance  (retail) 
.  ■  21 .  571  APR 


Discount  Rate  (191  p 
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Closed  End  Cons  we  r  Credit 


Current  Bite  LepUlltlTr  Pipoom] 

26.6J  per  yr.   to  S750,   (retell) 
21.5*  per  yr.   froa  S751   to  S19», 
181  per  yr.   froa  S10H1   to  I7M0, 
No  IWt  fro.  J7S01. 
$2000/24  bds.   •  21.751 

26.61  per  yr.  to  (BOO,  (tanks) 
15*  per  yr.   froa  1801   to  $2500, 
1W  per  yr.   froa  12501, 
plus  51  or  SIS,  Dhlchever  is  less 


rate  (Sunset  7/1/83) 


IBS  per  yr. 

(retell) 

191  per  yr. 

(bents)    , 

no  «.,« 

rata  (6/26/81) 

Ho  nun  law 

rite  (3/31/81) 

No  ™<irum 

rate  (3/31/8!) 

rite  (7/1/81) 

No  mix (nun 
25*  crlelna 

rate 

241  per  yr. 
221  per  yr. 

181  per  yr! 

to  SI  500,   (r«i 
from  $1 501   to 
from  S2001   to 

ail) 
{2000, 

13000, 

161  or  the 
plus  61  -111 

c£er\nreUrW 

(berks) 

Mo  mix  Hum  rite  (7/1/81) 
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Closed  End  Consider  Credit 


Legislative  Proposal 


Below  $700  (retail) 

$8  per  $100  per  yr.   plus  service  chg.   of 

SDc  per  mo.  on  lit  $50  +  $25  per  no.  on 

neit  5  $50  units. 

Above  1500  (retail) 

18-  per  yr. 

No  minimum  rate 

$10  per  $100  per  yr.   (banks) 
12000/24  mos.   ■  22.421  APR 

301  per  yr.   to  $540, 

211  per  yr.   from  $541   to  $1800, 

151  per  yr.  from  $1801,  or 

181  Dn  all   balances,  whichever  Is  greater 

211,  whichever  1s  trwter. 
(Approx.  October,  1981) 

K.  -x.».  ,...  (r.t..l) 

No  mail  mm  rate 

Same  as  finance  companies  (banks) 
Host  favored  lender  under  state  law. 
$2000/24  mos.   ■  26.841  APR 

Federal   Discount  Rate  plus   51 

The  current  state  rate  plu 
801  of  the  3  month  average 
of  the  3yr.   T-b1ll   rate. 

Z1S  per  yr. 

361  per  yr.   to  $390,                       ^ 
211  per  yr.   from  $391   to  $1300, 
151  per  yr.   from  $1301,  or 
181  on  all   unpaid  balances,  whichever 

$2000/24  m=s.   ■  24.761  APR 

$12  per  $100  per  yr.   (retail) 
$2000/24  nos.   ■  21.571  APR 

No  minimum  rate  (banks) 

(banks 
$10  per  $100  per  yr.   to  $500,   (retail)— APR-11 .581,   loans   from  6-12  no 
$8  per  $100  per  yr.   fron  $501   to  $5000,           12.591,   loans  from  13-24  nc 
S6  per  $100  per  yr.   fron  $5001 .                           13.381,  loins  from  25-36  me 
$2000/24  mos.   ■  15.551  APR                                   14.171,   loam  from  37-48  ac 
16.041,  loans   from  49-60  nc 
(5  month  T-bill   rate)  1  2,                                    Service  fee:   41  or  $25, 
but  not  less  than  lfll  or  nreater  than  241  per  yr.                whichever  Is 
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Ctottd  End  Cpnsini 


3«  per  yr.   »  S66C , 

211  per  yr .   fro*  *ier   to  S 

1M  per  jr.   ffonSBOl,  or 

12000/2*  ■».   ■  26. «M  WF 

1«  on  1st  »m 

eer  SSOD 

Rejwmeble  sp-i1«  fee 

t  J1000, 


1M  per  /r.   Or.  Ml.   o«r  .1090  '                         6  mrui  T-tin 

W/S. 

36*  per  /r.   W  IMO. 

21*  per  /r,   fr<m  t»l   to  11090. 

151  per  yr.   from  S1D01 .  or 

21*  on  «11   unpaid  b« linen,  utitchocr 

IWXU2A  no*.   •  22,96*  Wit 

by  buki 

disclosed  ere  the  in  for  closed  end  credit  extended  by  rets 

For  purport  ft  t«*«tliuf:   Inn  charge  dlKlofei   the  AP*  for  in  mint 
W.WQ  for  *   t..»  of  ?t  Mtttl   'or  those  sUtes  «(tli  ipltt  rates. 

QkUNM 

disclosed  under  the  heid1nj  'Legislative  Proposal"   for  Indii 
nd  Tennesst  ere  currently  In  effect  or  becone  effective  on  t* 
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SURVEY  OF  OPEN  END  CONSUfEB  CREDIT  FINANCE  CHARGE  RATES 

Current  Rate  Legislative  Proposal 


161  per  jr.  on  1st  !1,0OT. 
M  per  yr.  on  rei»1n1no  bal. 
SI. 00  Din.   finance  dig. 


No  miinuD  rate  (bank  card) 
19. 2X  per  yr.   (retail) 


r  yr.   (reUil) 
r  yr.   (bank  card) 


181  per  yr.   (bank  card) 
SI?. TO  membership  fee 
Default  chg.   -  greater  i 
SX  up  to  15.00 
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transaction  chg.  or  120.00 


remaining  balan 


Same  as  closed  end  iredft 


.   (bank  card) 
rate  (retail) 


rship  fee:     $12.00  (banks) 


e  chg.   (retail  only) 

1st  SI .000  (retail) 
remaining  balance 

$700,  (banks) 
■500, 


legislative  Proposal 


No  imxIiui  rate 
(Passed  Legislature) 
No  aaxinun  rate 
(Passed  Legislature) 


Legislative  Subcommittee 
discussing  elimination  of 
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»  SI  5  annual  fee 


181  peryr.   for  retailer* 
■1th  sales  under  S25  million 
annually.   (Aug.   81) 


After  7/1/83 
1BI  per  yr.  on  1st  J8TC 
151  peryr.   from  $801   t 
121  per  yr.   on  excess  c 


per  yr.   on  remaining 

peryr.      (retail,) 

min.   finance  cbq. 
laifmun  Rate  (bant  ca 


'  (3/31/81) 
s  (7/1/81) 


o  Maximum  Rate 
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Open  End  Consuaer  Credit 


legUlatine  Proposal 


Sane  <!  closed  end  credit  r 
No  ».<».  rate   (retail) 


70[  min.   finance  chg. 
131  per  jr.   (retell) 


See  closed  end  credit  rates 


P  fees  permitted 


t  JSOO  [bank  card) 


SI  nin.   finance  chg. 


closed  end  credit 


yr.   on  1st  «00 
yr.   on  remaining  balance 
finance  cha.   (retail   only) 


digitized  byGOQgle 


Open  End  Consumer  Credit 


Lealtlattve  Proposal 


lal  per  yr.   on  entire  balance 
rite  exceeds  14.51  for  4  wk*. 


revolving  charoe  plant  and  bank  credit 
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&JNC*  W  flUICE  C0"*«"  E3B«1  rm"  WC  ?ffS  WTQ 


3M  per  jr.   to  S2T' 
2«  per  y.   fraa  S201   to  IJi 
L&mt  o«r  1760  -  Sb«  H  tT 
S2500/35  «a.   -  19.755  M». 


3«  per  jr.  to  $X». 

2«  per  rr.  f™  iso:  id  Siooc. 

121  per  jr.   f  roe.  51001   to  S5W). 
$2609/36  ■»».   •  23-371  WC 


161  pet-  yr.  *™  S6C?  to  51095. 

tun  =«r  nan 
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0  for  a  term  of  3' 


Mr.  Boyle.  I  believe  there  are  44  States. 

Senator  Proxmire.  You  say  44  States  do  have  one  kind  of  usury 
statute  or  another  and  6  do  not? 

Mr.  Boyle.  That's  correct. 

Senator  Proxmire.  Can  you  give  me  some  notion — and  I  don't 
want  a  long  answer,  but  can  you  give  me  some  notion  of  how 
restrictive  those  statutes  are?  In  many  cases  they  just  restrict  one 
kind  of  credit? 

Mr.  Boyle.  There  are  a  few  in  that  category.  Most  are  broken  up 
into  various  kinds  of  loans.  They  have  different  ceilings  for  differ- 
ent kinds  of  lending. 

Senator  Proxmire.  How  many  States  have  usury  statutes  that 
limit  the  interest  to  10  percent  or  less? 

Mr.  Boyle.  Just  Arkansas. 

Senator  Proxmire.  Only  Arkansas? 

Mr.  Boyle.  That's  correct. 

Senator  Proxmire.  How  about  18  percent  or  less? 

Mr.  Boyle.  I  think  we  have  a  table  attached  to  our  testimony 
which  lays  out  the  rates  for  automobile  loans — well,  as  of  1979. 
There  have  been  some  changes  since  then,  but  that's  the  most 
recent — revolving  credit,  automobile  loans  and  loans  of  $2,500. 
There  have  probably  been  10  States  that  have  maintained  it — 
maybe  a  few  more  than  that,  but  that  gives  you  a  rough  idea. 

Senator  Proxmire.  Well,  now,  as  I  say,  I  do  have  respect  for  all 
of  you  and  I  do  my  best  to  try  to  support  consumer  positions 
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because  I  think  they  are  most  enlightened  and,  by  and  large,  you 
don't  have  a  special  interest  of  the  usual  kind  that  you're  pushing. 
You're  for  the  public  interest  in  the  broadest  sense.  But  I  must  say, 
to  me,  a  usury  statute  has  about  as  much  effect  on  the  interest 
rates  that  people  pay  as  a  law  that  we  might  pass  saying  the 
humidity  can  never  go  above  a  certain  percentage  or  the  tempera- 
ture can't  go  above  90  degrees. 

Senator  Tower.  Let's  try  that  anyway. 

Senator  Proxmire.  Especially  for  Texas  that  might  be  useful. 

But  after  all,  if  you  had  an  inflation  rate  of  12-percent,  no  lender 
in  his  right  mind,  if  he  anticipates  the  12-percent  inflation  rate,  is 
going  to  lend  money  at  10  percent.  Why  should  he?  He  can  take 
that  same  money  and  invest  it  in  commodities  or  real  estate  or 
whatever  and  diversify  rather  than  lend  it  to  somebody  else  to 
make  money  on  his  investment. 

Mr.  Boyle.  Senator,  by  and  large,  in  the  last  2  years,  all  States 
have  looked  at  this  problem.  They  have  all  reacted  one  way  or 
another.  All  these  arguments  that  you're  making  on  the  cost  of 
money  were  made  before  each  of  the  State  legislatures.  Some  ac- 
cepted and  changed  their  rates.  A  few  States  deregulated  entirely. 
They  all  considered  the  economic  factors  like  the  number  of  loan 
companies  in  the  State  or  the  number  of  automobile  dealers  in  the 
State  and  how  they  are  doing.  Michigan  just  extended  its  16  per- 
cent ceiling.  It  used  to  be  12  and  they  extended  it  to  16  and  they 
considered  it  in  a  State  that's  very  sensitive  to  that  particular 
question.  So  we  have  all  of  these  States  considering  it. 

Let  me  just  make  one  further  comment.  That  is,  these  things  are 
not  that  simple.  They  are  more  complicated.  They  are  a  mix.  For 
example,  when  you  look  at  finance  companies,  the  rates  are  often 
set  with  a  combination  of  looking  at  things  like  the  credit  life 
insurance,  the  accident  and  health,  and  the  profits  that  are  made. 
It's  a  combination.  You're  reaching  penetration  rates  of  finance 
companies  in  some  States  of  80  or  90  percent.  You're  looking  at  a 
total  package. 

What  happens  when  you  just  issue  one  thing  from  Washington  is 
there's  a  balance  that  many  of  these  States  have  struck  here 
between 

Senator  Proxmire.  I  was  just  going  to  say  the  reason  why  we  are 
concerned  about  this  is  that  we  have  fine  Senators — you  mentioned 
Arkansas,  Mr.  Schechter.  We  have  Senator  Bumpers  and  Senator 
Pryor,  who  have  been  here  on  bended  knees  asking  for  relief.  They 
are  saying,  "Our  business  is  in  terrible  shape.  The  only  way  that 
our  people  can  get  loans  is  to  go  outside  the  State  to  get  them." 
And  these  are  Senators  who  really  represent  their  people  very 
well.  They  are  back  there  all  the  time.  They  are  talking  to  their 
people  at  all  levels.  They  are  talking  to  consumers,  bankers,  and 
others,  and  they  certainly  have  my  respect,  and  I  don't  see  how 
anybody  could  represent  a  State  any  better  than  those  two  Sena- 
tors do. 

Why  don't  they  know  what  they're  talking  about? 

Mr.  Schechter.  Senator  Proxmire,  let  me  point  out  that  we  have 
had  at  least  one  member  of  the  congressional  delegation  from 
Arkansas  that  has  changed  his  mind.  According  to  the  Arkansas 
Gazette  last  week,  Mr.  Bethune  said  he  will  no  longer  support 
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moves  to  repeal  the  constitutional  provision;  he  will  listen  to  the 
voice  of  the  people.  Those  are  the  words  he  used,  not  mine.  I'm  just 
repeating  them. 

I  think  there  is  not  a  complete  cessation  of  lending  by  a  long 
shot  in  Arkansas.  The  banks  must  have  money  to  meet  everyday 
demands  and,  of  course,  as  you  know,  they  lend  it  out.  They  have 
no  ceiling  now  on  business  and  mortgage  loans,  but  they  have  had 
that  ceiling  for  over  100  years  and  they  have  managed  even  during 
periods  of  when  rates  were  much  higher  and  the  banks,  even  in 
those  periods,  came  up  with  a  profit. 

Senator  Proxmire.  Well,  Senators  Bumpers  and  Pryor  would 
come  in  and  say  that  they'd  go  back  and  be  hit  over  and  over 
again,  not  just  by  bankers,  but  by  farmers  and  by  businessmen, 
saying,  "We're  desperate.  You  have  to  help  us.  We  simply  can't  get 
the  kind  of  credit  we  need  because  the  bankers  can't  afford  to  lend 
it  to  us." 

Mr.  Schechter.  It  may  be  that  bankers  can't  make  10  percent 
consumer  loans,  but  if  you  would  take  a  look  at  the  ads  appended 
to  my  statement  you  will  see  local  merchants  and  national  mer- 
chants offering  easy  credit,  and  some  people  have  said,  "Well,  they 
make  it  up  in  the  prices."  I  don't  think  that  is  so  because  the 
national  chains  actually  set  their  prices  regionally. 

Senator  Proxmire.  Why  isn't  the  real  answer  to  this — after  all, 
we  have  30,000  credit  institutions  of  one  kind  or  another — credit 
unions,  banks,  savings  and  loans — more  than  any  other  country  by 
far,  very  diversified  and  highly  competitive.  Why  isn't  the  answer, 
No.  1,  competition;  and,  No.  2,  disclosure?  We  have  a  Truth-in- 
Lending  Act.  Maybe  it's  not  as  effective  as  it  ought  to  be  and  we're 
going  to  try  to  make  it  more  effective.  But  if  people  know  and  are 
told  what  the  true  annual  rate  is  if  they  go  to  any  credit  institu- 
tion and  get  a  loan,  why  shouldn't  that  be  the  answer? 

MONEY  SUPPLY  KEPT  WITHIN  CERTAIN  BOUND 

Mr.  Schechter.  The  answer  there  is  the  money  capital  markets 
are  not  completely  freely  competitive.  We  know  the  Federal  Re- 
serve has  a  tremendous  influence  on  what  the  interest  rates  are 
and  when  money  is  tight  and  interest  rates  are  high  it  is  not  a 
matter  of  competition  just  among  lenders.  It's  a  matter  of  a  supply 
being  kept  within  a  certain  bound.  Therefore,  the  sellers  can 
charge  what  the  market  will  bear  and  the  people  who  can  pay  most 
are  the  ones  who  can  obtain  the  credit  and  in  the  bidding  rates  get 
ratcheted  up  higher  and  higher  and  the  people  suffer. 

Look  at  what  s  happening  to  bankruptcies  in  this  period.  I'm  not 
talking  about  just  individual  bankruptcies.  I'm  talking  about  busi- 
ness bankruptcies.  In  the  data  available  for  1981  for  1  or  2  months, 
it  shows  a  continuation  of  the  acceleration  of  business  bankruptcies 
at  very  significant  levels. 

Senator  Proxmire.  There  are  all  kinds  of  reasons  for  that.  I'm 
not  sure  the  usury  statute  would  be  the  answer. 

Let  me  ask  Ms.  Broadman  this.  The  credit  unions  favor  this 
legislation.  They  say  when  market  interest  rates  rise  above  ceil- 
ings, the  supply  of  credit  diminishes  and  low  income  borrowers  are 
unable  to  obtain  loans  from  lenders.  The  credit  unions  seem  to 
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completely  contradict  your  point  that  usury  limits  protect  low 
income  borrowers. 

On  the  contrary,  credit  would  appear  to  dry  up  for  riskier,  low 
income  borrowers.  What's  your  comment  on  that? 

Ms.  Broaoman.  My  comment  on  that  is  that  usury  ceilings  that 
are  set  at  reasonable  levels  do  not  dry  up  credit  and  that  they  do 
serve  to  protect  low-income  borrowers  from  being  charged  excessive 
interest  rates. 

If  you  look  at  some  of  the  examples  that  CFA  has  pulled  together 
and  when  you  look  at  some  of  the  examples  that  were  presented  in 
hearings  at  which  the  D.C.  government  decided  to  adopt  its  auto 
usury  limit,  you  will  find  that  people  were  being  charged  eggre- 
giously  high  interest  rates,  way  out  of  line  with  the  market.  Usury 
ceilings  keep  low-income  people,  who  are  captive  borrowers,  from 
being  gouged.  That  is  why  we  support  usury  ceilings  that  are  set  at 
reasonable  levels. 

The  States  are  very  sensitive  to  some  of  the  concerns  you  have 
raised — especially  the  fact  that  if  the  interest  rate  ceiling  is  very 
low,  credit  will  dry  up.  The  States  are  moving.  They  are  getting  rid 
of  low  ceilings.  They  are  experimenting  with  different  kinds  of 
ceilings.  As  Senator  Dodd  mentioned  in  his  opening  statement, 
some  States  are  indexing  their  ceilings  a  certain  number  of  per- 
centage points  above  the  Treasury  bill  indexes.  Other  States  are 
trying  other  alternatives.  There's  a  lot  of  experimentation  by  the 
States  which  are  setting  usury  ceilings  at  reasonable  levels. 

It  would  be  a  shame  for  the  Federal  Government,  because  of 
what  is  happening  in  a  single  State,  to  wipe  out,  in  one  piece  of 
legislation,  all  these  State  laws  that  are  serving  a  legitimate  func- 
tion, including  not  only  the  usury  ceiling  but  all  State  laws  that 
prohibit  unconscionable  credit  laws  as  well. 

Senator  Proxmire.  My  time  is  up. 

Senator  Tower.  Let  me  ask  all  of  the  committee  members  to  be 
diligent  in  their  observation  of  the  time  limitation.  We  do  have  two 
more  panels  and  seven  more  witnesses.  Senator  Lugar. 

Senator  Lugar.  Thank  you,  Mr.  Chairman. 

A  study  that  was  completed  by  Purdue  University  on  the  impact 
of  the  10-percent  usury  ceiling  in  Arkansas  came  to  these  conclu- 
sions. One  of  the  most  interesting  findings  was  that  commercial 
banks  evidently  altered  their  pricing  policies  in  response  to  restric- 
tive loan  rate  ceilings. 

Second,  the  study  concluded  that  the  10-percent  Arkansas  rate 
ceiling  eliminated  conventional  cash  creditors  who  serve  high  risk 
customers  and  allowed  pawnshops  to  proliferate. 

The  third  caused  customers  in  general  and  high  risk  customers 
in  particular  to  change  their  credit  sources  from  cash  credit  to 
dealer  originated  credit. 

The  point  of  reciting  these  conclusions  of  the  Arkansas  study  is 
simply  to  try  to  address  the  consumer  interests  of  this  legislation. 
Obviously,  there  are  many  interests  that  have  been  touched  upon 
by  other  testimony  as  far  as  the  drying  up  of  automobile  sales  in 
the  country,  the  problems  of  savings  and  loans  and  others  that  are 
in  difficulty,  given  the  restrictions  on  the  amount  of  money  they 
are  able  to  charge,  given  the  amount  of  money  they  are  paying  for 
money.  But  it  would  appear  that  even  in  the  Arkansas  situation 
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where  the  case  for  the  usury  ceiling  has  been  argued,  in  fact 
lending  institutions,  by  rearranging  the  structure  of  credit,  may  be 
able  to  obtain  a  return  that  is  more  satisfying  and  thus  the  10 
percent  ceiling  may  stand  as  a  psychological  and  satisfying  barrier, 
but  in  fact,  as  the  study  points  out,  moving  from  conventional 
sources  to  pawnshops  is  maybe  not  in  the  consumer's  interest,  or 
maybe  finally  consumers  are  getting  the  money  they're  paying  for 
it  and  ultimately  the  market  works. 

Now  what  is  your  response  to  this?  Is  it  essentially  that  by 
having  ceilings  this  sort  of  thing  is  held  to  a  dull  roar  and  at  the 
margin  you  sort  of  ignore  the  difficulties  and  the  restructuring  as 
people  actually  search  for  credit  and  obtain  it?  Does  anybody  have 
a  comment  on  that? 

Mr.  Schbchtbb.  Senator  Lugar,  I'm  sure  there  are  some  evasions 
of  the  ceilings  which  go  undetected,  but  my  answer  would  be  take  a 
look  at  the  record  of  attempts  by  amendment  or  referenda  to  have 
that  ceiling  eliminated  or  amended. 

AMENDMENT  SOUNDLY   DEFEATED 

In  1956  there  was  such  an  amendment  and  the  votes  were 
127,000  for  the  amendment  and  291,000  against  it.  In  1974,  the  vote 
totals  were  66,900  for  such  an  amendment  and  426,000  against  it 
In  1980,  there  were  two  proposals  on  the  ballot.  One  was  a  constitu- 
tional amendment  which  would  have  thrown  it  wide  open  and 
leave  it  to  the  legislature.  The  people  defeated  the  constitutional 
amendment  and  that  was  a  major  issue  dealing  with  the  10-percent 
ceiling,  with  63  percent  voting  against  the  new  constitution.  There 
was  also  a  separate  amendment  which  would  have  set  a  higher 
ceiling  on  the  rate  and  that  was  defeated  56  percent  to  44  percent. 

The  people  of  Arkansas  have  apparently  found  that  it  is  satisfac- 
tory. They  don't  feel  that  a  10-percent  ceiling  hurts  them.  They  feel 
that  it  benefits  them. 

Senator  Lugar.  Does  anybody  else  have  a  comment  on  the  Ar- 
kansas problem? 

Mr.  Boyle.  Our  comments — you  referred  to  a  study  that  was  the 
same  study  basically  showing  that  credit  availability  in  Arkansas 
is  as  good  as  many  States  that  have  high  interest  rate  ceilings,  but 
I  think  when  you're  talking  about  restructuring,  it  would  have 
been  nice  if  Purdue  would  have  taken  a  look  possibly  at  other 
States  to  see  what  kind  of  restructuring  is  going  on. 

My  understanding  is,  for  example,  in  automobile  credit,  there 
has  been  substantial  restructuring  basically  to  GMAC  and  Ford 
Credit  Co.  away  from  bank  credit  in  automobile  lending.  I  noticed 
in  this  morning's  Washington  Post  that  money  is  available  at  low 
prime  rates  by  finance  companies.  I  think  we  are  seeing  restructur- 
ing here  regardless  of  the  ceilings  or  whether  the  States  are  dereg- 
ulated or  not.  So  I'm  not  sure  the  ceilings  have  caused  that  kind  of 
dislocation. 

Senator  Lugar.  I  think  what  we  discovered  last  week  in  the 
hearings  is  perhaps  the  citizens  of  Arkansas  are  the  beneficiaries 
in  a  sense  and  that  the  automobile  dealers  must  subsidize  car 
purchases  in  Arkansas  and  they  must  extract  more  out  of  the  hides 
in  other  States.  So  there's  a  rather  unusual  situation  going  on 
here. 
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I  would  guess  if  you  were  clever  enough  to  keep  usury  rates  on 
in  your  State,  perhaps  you  might  extract  gold  from  others,  which  is 
one  reason  we  re  in  this  problem.  We  have  a  national  economy  and 
credit  flowing  in  a  fungible  way. 

Mr.  Boyle.  Cars  are  sold  by  dealers  at  the  retail  level.  Usually 
there's  quite  a  lot  of  room  between  the  dealer's  cost  and  the  retail 
cost. 

Senator  Lugak.  In  fact,  we  were  told  you  could  not  finance  a  car 
in  Arkansas.  Essentially,  all  the  credit  comes  through  the  dealer 
organizations,  so  that,  in  essence,  it  doesn't  make  any  difference 
what  the  margin  was  at  the  dealer's  level  at  that  point.  The  car 
dealers  themselves  from  Arkansas,  of  course,  were  in  here  testify- 
ing that  we  need  to  get  rid  of  the  usury  ceiling  and  a  large  part  is 
because  they  are  not  selling  many  cars. 

Mr.  Boyle.  I  would  like  to  put  one  thing  in  the  record.  That  is, 
we  have  looked  at  two  recent  brokerage  houses  surveys  of  auto- 
mobile sales  in  the  future  and  they  are  basically  saying  that  when 
you  reach  16,  17,  and  18  percent  you're  reaching  a  barrier.  Even 
though  the  income  in  relationship  to  these  monthly  payments  has 
increased,  you  reach  that  barrier.  And  the  interest  rate,  when  you 
reach  that  level,  is  just  a  level  which  is  cutting  off  the  sales.  So 
that  the  fact  that  you  take  the  ceilings  off  doesn't  mean  you're 
going  to  increase  sales  one  iota. 

Senator  Lucab.  It  would  have  an  inhibiting  effect,  no  doubt  I 
think  we're  trying,  however,  desperately  to  see  if  there  are  not 
some  things  we  can  do  in  our  national  economy  that  would  assist. 

Let  me  just  cite  the  New  York  State  Banking  Study,  often  com- 
mented on  in  these  hearings,  by  Commissioner  Siebert;  and  the 
conclusion  she  reached  is  that  there  has  been  an  increase  in  the 
availability  of  consumer  credit  in  New  York.  This  is  as  a  result  of 
the  deregulation.  The  number  of  financial  institutions  which  had 
previously  placed  limits  on  consumer  lending  have  actually  reen- 
tered the  market,  liberalized  their  credit  standards,  and  raised 
their  credit  line  limits.  There  was  also  some  indication  that  auto- 
mobile dealers  had  increased  availability  to  finance  with  the  aver- 
age consumer. 

Now  her  conclusions  are  not  a  widesweeping  endorsement  of  the 
legislation,  but  they  are  a  comment  on  the  consumer  side  of  it. 
Apparently  in  New  York  State  there's  been  greater  availability  of 
consumer  credit  from  a  wider  number  of  sources,  apparently  much 
more  competitive,  less  restrictive,  which  I  think  is  important  if  one 
were  to  argue  simply  on  the  consumer  grounds  on  this  legislation. 

Do  you  have  a  comment  on  that? 

Mr.  Boyle.  There  was  a  part  of  that  study  where  the  appliance 
dealers  refused  to  respond  to  this  study.  The  study  was  made  at  a 
very  early  time,  only  a  couple  months  after  this  legislation  went 
into  effect.  So  I  think  to  really  look  at  the  New  York  situation  it 
would  be  important  to  look  at  it  in  a  longer  frame  of  reference.  But 
even  there  you  saw  very,  very  high,  what  we  typically  term  loan- 
shark  rates,  up  to  208  percent  in  appliances,  but  skyrocketing  in 
appliance  sales,  I  think  indicating  that  the  competitive  free  market 
role  there  wasn't  working. 

Senator  Lugar.  Thank  you  very  much. 

Senator  Dodd. 
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Senator  Dodd.  Thank  you,  Mr.  Chairman.  I  thank  the  panel  for 
appearing  here  this  morning. 

I  would  like  to  follow  a  bit  on  one  of  the  questions  that  Senator 
Proxmire  asked  that  had  to  do  with  the  number  of  States  that 
presently  have  usury  ceilings. 

STATES  CHANGE  USURY  CEILINGS 

Do  you  have  any  idea  of  how  many  States  in  the  last  several 
years,  say  the  last  2  or  3  years,  have  made  changes  in  their 
existing  State  structures  by  legislative  action? 

Ms.  Broadman.  Since  December  1979,  34  States  have  either  lifted 
or  raised  their  usury  ceilings.  There  are  a  number  of  proposals  in 
the  States  to  further  raise  or  eliminate  ceilings.  There  has  been  a 
considerable  amount  of  activity  in  the  States  on  this  issue. 

Senator  Dodd.  Thirty-four  States? 

Ms.  Broadman.  At  least  34.  There  may  be  more,  but  at  last 
count  there  were  34. 

Senator  Dodd.  And  you  said  there  are  six  that  have  no  ceilings 
at  all? 

Ms.  Broadman.  It  depends  on  the  type  of  consumer  credit.  I  have 
the  numbers  broken  down  for  finance  company  loans  and  real 
estate  loans,  et  cetera. 

Senator  Dodd.  Roughly,  anyway,  there  has  been  a  lot  of  State 
activity? 

Ms.  Broadman.  Yes. 

POSSIBILITY  OF  INDEXING 

Senator  Dodd.  Let  me  raise  a  question  with  you.  We  had  wit- 
nesses here  last  week  who  compared  credit,  as  an  economic  com- 
modity, to  potatoes.  Obviously,  I  had  some  problems  with  that.  I 
assume  this  panel  would  as  well,  as  people  involved  with  consumer 
interests.  I  wonder  if  you  might  comment  on  the  thought  of  index- 
ing. This  has  been  raised  as  a  possible  alternative  to  just  lifting 
ceilings  entirely  trying  to  index  the  ceilings  to  some  national  indi- 
cator. I  wonder  if  you  might  comment  on  that,  again,  any  one  of 
you  or  all  of  you,  and  if  you  were  to  set  an  index,  what  would  your 
indicator  be?  What  would  you  suggest  we  use  as  an  index? 

Mr.  Schechter.  The  usual  practice — and  this  has  been  done  in 
other  countries,  with  disastrous  results — the  usual  practice  is  to  Bet 
an  index  consisting  of  an  average  of  interest  rates  or  to  move 
interest  rates  in  accordance  with  what  would  be  the  Federal  Re- 
serve discount  rate,  but  what  happens  there  is  during  a  period 
when  rates  are  going  up  there's  a  built-in  escalator  there.  The 
ratchet  effect  is  built  in  because  when  one  rate  goes  up,  the  other 
does,  and  pretty  soon  the  index  is  going  up  and  again  and  again  it 
goeB  up.  It  formalizes  very  much  really  the  concept  we  have  now  of 
rates  being  ratcheted  up. 

Senator  Dodd.  What  about  interest  rates?  Let's  use  the  Fed 
discount  rate  as  an  example.  I  agree  with  you  that  with  the  Con- 
sumer Price  Index  you  have  ratcheting,  but  if  you  used  interest 
rates 

Mr.  Schechter.  At  a  period  like  this,  we  have  been  bidding  up 
interest  rates  really,  with  the  help  of  the  Federal  Reserve  tight 
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monetary  policy;  but,  nevertheless,  the  interest  rates  go  up  and  we 
have  countries  like  Brazil  that  have  tried  this  sort  of  thing  and 
other  South  American  countries  and  we  see  there  that  the  interest 
rates  go  up  tremendously  and  it  becomes  an  engine  for  inflation. 
We  have  had — some  of  that  is  being  done  with  adjustable  rate 
mortgages,  for  example,  where  there  are  indexes  and  the  rates  are 
increased. 

Now  in  England,  one  of  the  factors,  for  example,  that  helped  jolt 
up  their  inflation  rate  was  about  1  year  ago  they  had  to  go  in  for 
an  increase  in  their  rates  on  adjustable  rate  mortgages  from  11  to 
15  percent  in  one  shot.  Now  that  certainly  has  an  effect  on  the  cost 
of  living  and,  therefore,  you've  got  the  whole  inflation  syndrome 
stimulated. 

So  I  think  the  more  we  go  to  the  indexing,  especially  of  rates 
which  do  change  frequently,  once  the  upward  cycle  starts,  it  would 
be  accelerated. 

Senator  Dodd.  You  sound  like  you  would  be  more  opposed  to  that 
than  just  lifting  the  ceiling  altogether. 

Mr.  Schechter.  I  don  t  know  which  is  worse,  but  I  would 
rather — let  me  for  a  moment — I  heard  you  speak  earlier  of  the 
high-interest  rates  generally  being  our  problem  and  we  can't  really 
separate  the  consumer  interest  rates  from  the  rest  of  that  problem. 
Let  me  take  one  example. 

When  three  large  oil  companies  go  to  banks  and  get  commit- 
ments for  a  total  of  $13.5  billion  in  loans  because  they  may  want  to 
take  over  some  other  company,  that  in  itself,  even  a  commitment, 
sets  up  vibes  in  the  financial  markets;  $13.5  billion  is  enough  to 
take  care  of  3  to  6  months  of  all  net  increases  in  consumer  credit 
in  the  country.  So  there's  bound  to  be  an  impact.  And  if  we're 
talking  about  the  interest  rates  and  what  to  do  about  it,  we  have  to 
start  taking  a  look  at  the  larger  users  of  credit,  too. 

Senator  Dodd.  Would  either  of  you  like  to  comment  on  the 
possibility  of  indexing? 

Ms.  Broadman.  Some  of  the  States  have  adopted  that  proposal. 
Some  of  them  have  used  the  discount  rate  and  others  the  Treasury 
bill  rate.  So  we're  seeing  some  experimentation  in  the  States.  We 
should  wait  and  see  how  that  works  out.  Some  of  the  State  banking 
regulators  are  concerned  about  problems  indexing  creates,  depend- 
ing on  how  its  structured.  At  this  point,  the  best  procedure  is  to  let 
the  States  experiment  with  different  kinds  of  usury  ceilings  and 
then  evaluate  how  they  work  and  what  kind  of  impact  they  have 
had  on  the  cost  of  money,  on  credit  availability  and  so  on.  Then  we 
can  make  a  informed  decision  on  the  Federal  level. 

Senator  Dodd.  We  may  not  have  a  great  deal  of  time.  We're 
moving  rapidly.  Would  you  want  to  comment,  Mr.  Boyle? 

Mr.  Boyle.  No. 

USURY   CEILINGS    COULD   BE   NATIONAL   PROBLEM 

Senator  Dodd.  Senator  Lugar  has  pointed  out,  and  other  wit- 
nesses last  week  did  as  well,  that  various  industries  are  having 
tremendous  difficulties  and  they  boil  it  down  basically  to  the  fact 
that  the  cost  of  money  is  going  up  and  they  are  faced  with  these 
usury  ceilings.  They  indicate  that  it's  a  national  problem. 
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Granted,  this  is  beginning  to  sound  like  the  Arkansas  relief  act, 
we're  spending  so  much  time  talking  about  Arkansas,  and  I'm 
certainly  sympathetic  to  my  colleagues  in  the  Senate  and  the 
House  from  Arkansas,  but  I  don't  think  we  ought  to  necessarily 
take  a  national  legislative  step  merely  to  address  one  State's  prob- 
lem. 

So  I'm  a  little  uneasy  about  that  approach,  but  they  have  sug- 
gested and  there  have  been  people  that  have  come  from  across  the 
country  suggesting  this  is  a  national  problem.  Ms.  Broadman,  you 
suggested  in  your  testimony  that  Federal  legislation  ought  to  be 
invoked  where  there  is  a  national  need  and  there  is  no  other 
recourse — no  other  apparent  recourse.  It  sounds  to  me  like  we've 
got  a  national  problem  here.  We  had,  for  instance,  last  year  the 
FTC  rule  on  funeral  homes — the  decision  on  whether  or  not  to 
regulate  funeral  homes.  I  had  great  difficulty  with  that  notion, 
whether  or  not  the  Federal  Government  ought  to  be  involved  in 
the  regulation  of  State  funeral  homes.  The  argument  then  by  many 
of  the  consumer  groups  was  that  it  was  a  national  issue  and  we 
had  no  other  recourse  other  than  national  legislation. 

How  can  you  answer  the  question  that  this  is  not  a  national 
problem  we're  dealing  with,  even  though  Arkansas  is  the  worst 
case?  We  do  have  States,  including  my  own  State  of  Connecticut, 
with  18  percent  which  we've  just  raised.  Illinois  doesn't  have  any. 
It  seems  to  me  from  the  testimony  we're  getting  it's  a  national 
problem.  Why  shouldn't  we  have  a  national  response  on  this  prob- 
lem if  we  were  willing  to  have  one  on  funeral  homes? 

Ms.  Broadman.  Let  me  explain  why  usury  ceilings  have  not 
created  a  national  problem.  First  of  all,  the  States  are  moving  to 
raise  or  lift  low  ceilings.  In  contrast,  with  the  funeral  home  situa- 
tion, the  States  were  not  acting  in  concert  to  remedy  some  of  the 
problems  there.  The  States  are  very  sensitive  to  the  arguments 
being  made  by  lenders  and  the  business  community  about  the 
negative  impacts  of  unduly  low-interest  rates,  and  the  States  are 
moving  and  acting. 

In  my  testimony  I  said  that  we  felt  national  remedies  were 
appropriate  where  there  was  a  problem  that  was  not  being  re- 
dressed on  the  State  level.  Because  the  States  are  moving,  we  don't 
see  a  compelling  need  for  Federal  legislation.  We  caution  in  the 
statement  against  Federal  preemption  of  State  law.  It's  obviously  a 
drastic  remedy  for  the  Federal  Government  to  come  in  and  erase 
laws  that  the  people's  elected  States  representatives  have  voted  for. 
So  we  would  caution  against  preempting  State  laws  unless  there  is 
a  national  problem.  We  don't  think  there  is  one.  We  don't  think 
that  the  record  establishes  that  there  is  one  or  that  the  States  will 
not  resolve  these  problems. 

Mr.  Boyle.  I  would  like  to  underscore,  if  I  could,  what  Ellen  had 
to  say.  You're  talking  about  dismantling  something  that  many, 
many  States  have  done,  whereas  in  the  funeral  home  situation  the 
problem  was  perhaps  that  the  States  had  not  acted.  You  weren't 
reaching  into  this  to  dismantle  and  I  think  that's  a  crucial  differ- 
ence. 

Ms.  Broadman.  I'd  like  to  make  another  point,  too.  Usury  ceil- 
ings are  tied  into  other  aspects  of  consumer  credit  regulation  in 
States.  They  are  not  totally  independent.  The  States  that  have 
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tended  to  have  higher  usury  ceilings  also  adopted  stronger  consum- 
er protections.  So  there's  an  interwoven  relationship  and  if  the 
Federal  Government  comes  in  and  eliminates  the  usury  laws  States 
like  Arkansas  are  going  to  experience  significant  difficulties. 

Senator  Dodd.  Would  you  make  or  have  you  made  any — I  didn't 
note  any  here — specific  recommendations  of  consumer  protection 
recommendations  if  we  were  to  proceed  with  the  Lugar  or  the 
Pryor-Bumpers  approach?  Do  you  have  any  specific  recommenda- 
tions as  to  what  consumer  protections  ought  to  be  included  in  the 
legislation  being  proposed? 

Mr.  Schechter.  I  was  going  to  say,  if  it  is  a  national  problem, 
other  aspects  of  the  general  economy  must  be  considered  at  the 
same  time.  In  other  words,  it  has  to  have  responsible  national 
legislation  which  prevents  the  interest  rates  from  getting  into  a 
panic  situation  where  it  gets  so  high  that  everybody  gets  hurt.  And 
S.  1406  would  eliminate  the  rather  general  ceiling  for  business 
loans  which  was  placed  in  the  Federal  preemption  bill  in  1980. 

I  think  there  is  every  indication  that  the  move  to  get  Federal 
relief  by  the  lending  industry  is  a  push  to  say,  "Leave  it  all  to  us," 
and  I  think  this  is  going  back  a  long  way  in  our  history  when  we 
had  all  sorts  of  finacial  problems. 

Ms.  Broadman.  We  do  have  specific  recommendations  in  our 
testimony.  They  basically  fall  into  two  categories.  The  first  catego- 
ry would  be  default  protection  for  consumers.  If  you  raise  usury 
ceilings,  you  will  increase  consumer  defaults  and  abusive  default 
practices.  So  there's  a  need  for  protection  against  some  of  these. 
We  cite  wage  assignments  as  a  type  of  unfair  practice  that  should 
be  banned.  The  other  category  of  national  consumer  protection  we 
would  want  to  see  are  protections  against  fees  that  are  excessive 
and  unfair  and  that  really  belong  in  the  interest  rate — the  annual 
percentage  rate.  If  usury  ceilings  are  lifted  so  lenders  can  charge 
higher  interest  rates,  they  shouldn't  be  allowed  to  charge  these 
fees. 

Senator  Dodd.  You  would  take  that  away  from  the  States,  the 
charges  that  go  on?  You  would  suggest  if  we  re  going  to  preempt  in 
the  ceiling  area  that  we  should  then  also  get  into  the  charges? 

Ms.  Broadman.  I  would  not  preempt  State  laws.  I  would  just 
establish  minimum  consumer  protections  against  unfair  charges 
and  unfair  collection  practices,  but  allow  the  States  to  adopt  more 
protective  laws  if  necessary. 

Senator  Dodd.  My  time  has  expired. 

Senator  Lugar.  Thank  you,  Senator  Dodd. 

Senator  Dixon. 

Senator  Dixon.  Thank  you,  Mr.  Chairman.  I  want  to  thank  the 
panel  for  their  contribution  to  our  discussion  about  these  two  bills 
and  I'd  like  to  just  kind  of  walk  through  the  history  of  this  thing  as 
I  recall  it  with  you,  and  then  ask  you  a  couple  questions  and  come 
to  my  bottom  line  problem,  my  narrow  problem,  with  what  you're 
telling  us  here. 

First  of  all,  I  think  that  there  are  two  philosophical  problems  all 
wrapped  up  in  these  bills.  The  first  question  is  whether  you  believe 
in  usury  rates  or  things  of  that  kind  at  all  or  whether  you  believe 
in  the  free  market  theory  that  the  rates  will  achieve  their  own 
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level  according  to  the  competitive  system  in  our  economy.  That's 
one,  I  think,  clearly. 

And  the  second — and  I  think  more  important  for  those  of  us  on 
this  panel — is  the  overall  question  of  preemption,  the  question  of 
whether  we  ought  to  make  the  usury  issue  here  in  the  Congress  or 
leave  it  to  the  respective  States. 

I  went  to  the  Illinois  House  in  1951  and  in  those  days  we  had  an 
8-percent  usury  rate.  Of  course,  in  those  days,  when  I  borrowed 
money  for  my  first  home  I  paid  5  percent  and  when  I  borrowed 
money  for  a  little  law  building  downtown  I  paid  5.5  percent.  The  8- 
percent  usury  rate  didn't  bother  anybody  very  much. 

As  interest  rates  began  to  rise  in  subsequent  years,  I  recall 
casting  several  votes  on  the  usury  question.  I  think  at  one  time  I 
voted  against  raising  the  rate.  I  think  in  1960  I  voted  to  raise  it. 
There  were  a  number  of  increases  in  the  rate  over  the  years  as  I 
was  State  treasurer  in  the  1970s  and  then  secretary  of  state.  1 
think  they  finally  tied  it  to  something  last  time,  and  this  June  they 
finally  eliminated  the  rate  altogether.  So  I  suppose  Illinois  is  one  of 
the  six  States  that  you  have  suggested  that  now  has  no  usury 
limitations  of  any  kind. 

Now  as  I  look  at  the  records  I  have  seen  here,  apparently  most 
States  have  ceilings  that  are  not  too  bad  now.  That  is  to  say,  that 
lenders  can  live  within  the  limitations  effective  in  the  States.  My 
own  information  is  that  five  States  have  usury  ceilings  below  15 
percent  right  now.  Is  that  approximately  what  your  information  is? 
Then,  in  the  other  34  that  have  ceilings,  I  think  most  of  them  are 
ceilings  that  generally  one  could  say  you  could  live  with. 

Now  I  suppose  the  point  is  really  moot  for  a  Senator  from 
Illinois,  since  we  have  no  ceiling  at  all  now,  aside  from  the  philo- 
sophical question  of  whether  the  Congress  ought  to  do  anything 
with  respect  to  the  respective  States. 

But  what  bothers  me  is  when  we  come  down  to  the  narrow  case 
of  Arkansas,  with  a  10-percent  ceiling  put  in  its  constitution  100 
years  ago  that  is  affecting  what's  occurring  in  that  State  now.  Let's 
just  take  the  narrow  case  of  Arkansas. 

With  all  due  respect  for  all  of  you,  and  particularly  I'm  not 
picking  on  you,  Mr.  Schechter — I  appreciate  everything  you've  said 
here— but  I  wonder  if  the  AFL-CIO  would  always  take  the  view 
you  take  about  Arkansas  solving  its  own  problem  in  respect  to 
elections  in  Arkansas  to  amend  the  constitution. 

For  instance,  when  I  was  a  kid,  you  could  have  elections  on  a 
referendum  to  build  a  new  school  and  people  would  sometimes  vote 
for  it.  Particularly  in  education,  you  could  pass  tax  rate  increases 
once  in  a  while  in  those  days  30  years  ago.  You  could  pass  a  rate 
for  a  park  district  and  sometimes  to  build  a  public  building. 

ARKANSAS'  OWN  PROBLEM 

But  I  would  suggest  that  my  own  recent  experience  in  my  State 
has  been  folks  just  won't  vote  for  those  things  any  more.  And  so  I 
wonder  whether  you  come  here  to  us  offering  a  solution  for  Arkan- 
sas when  you  say  let  Arkansas  worry  about  their  problem. 

I  think  the  point  that  I'm  trying  to  make  with  you  is  I  wonder 
whether  under  the  best  case  theory  we  can  do  anything  for  Arkan- 
sas by  leaving  it  to  Arkansas  or  whether  we  need  to  address  the 
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problem  in  some  way,  as  my  colleague  from  Connecticut  has  sug- 
gested, by  at  least  narrowly  treating  the  problem  for  places  that 
can't  live  with  what  they  have  now? 

Mr.  Schechter.  I  suppose  I  don't  follow  you.  I'm  sorry,  but  in 
Arkansas  just  last  year,  the  people  took  two  votes.  Of  course,  they 
have  had  some  slowdown,  I  suppose,  in  their  economic  develop- 
ment, but  then  their  history  is  they  know  they  make  up  for  it  as 
soon  as  we  start  recovering.  They  recover  faster  because  they  don't 
have  the  burden  of  high  costs  then  which  drains  incomes  from 
them.  In  other  words,  we  can't  look  at  it  just  at  the  moment.  That's 
why  with  the  experience  of  100  years  I  think  they  have  come  to  the 
wisdom  that  this  is  not  a  bad  thing. 

Now  it's  as  though  you  and  I  were  bargaining  if  you  wanted  to 
sell  me  something  and  I  said,  "At  that  price,  you  keep  it."  That's 
what  they  have  been  saying  to  the  lenders.  It  means  some  sacrifice 
at  some  point,  but  they  come  out  all  right.  They  have  done  all  right 
over  the  107  years  and  that's  the  way  they  choose  to  keep  it.  I  don't 
see  why  we  should  really  upset  the  one  example  we  have  where 
there  is  a  concerted  consumer  feeling  or  bargaining,  if  you  will, 
with  lenders  and  doing  it  successfully. 

Senator  Dixon.  If  I  may  interrupt  you,  Mr.  Schechter,  I  might 
suggest  that  a  great  many  States  other  than  Arkansas  might  take 
the  same  position  if  it  was  left  up  to  them  in  a  popular  referen- 
dum. So  in  the  days  when  the  market  rates  are  15  for  an  ordinary 
mortgage  and  21  or  whatever  they  are  today  for  a  prime  rate,  you 
would  be  satisfied  to  leave  a  number  of  the  States  of  our  Union  in 
a  situation  where  the  rate  in  that  State  by  the  laws  of  that  State — 
the  constitution  in  the  case  of  Arkansas — was  10  percent? 

Mr.  Schechter.  The  rates  wouldn't  stay  at  21.  As  you  know, 
Senator,  last  year  we  got  mortgage  rates  in  3  or  4  months  down 
from  16  to  11  and  the  prime  rate  from  20  to  11. 

Senator  Dixon.  I  pray  that  happens  again  this  year. 

Mr.  Schechter.  You  think  it  will? 

Senator  Dixon.  I  say  I  pray  that  it  will.  I  don't  think  it  will,  but 
I  pray  that  it  will. 

Mr.  Schechter.  There  was  something  different  done  last  year  for 
the  first  time  in  our  history.  We  did  what  some  other  countries  are 
doing.  We  used  some  credit  controls.  Now,  admittedly,  they  weren't 
everything  everybody  would  like,  and  I  refer  more  to  the  credit 
controls  on  the  banks  rather  than  the  consumer  credit  controls 
which  I  think  were  not  the  most  effective.  I  mean,  not  the  most 
effective  from  the  point  of  view  that  nothing  would  come  from  it. 

But  Japan,  France,  Germany,  to  some  extent,  have  been  using 
controls — they  have  been  making  advances.  The  last  advance  we 
made  was  50  or  60  years  ago  when  we  created  the  Federal  Reserve 
System.  It's  time  for  another  kind  of  intervention. 

Senator  Dixon.  May  I  summarize  at  least  the  position  of  this 
Senator  by  saying  that  a  good  deal  of  what  you  have  said  here 
appeals  to  me  and  for  this  Senator  at  least  you  would  make  a 
better  case  if  you  could  address  the  issue  raised  by  my  distin- 
guished friend  from  Wisconsin — protecting  consumers  through  full 
disclosure — and  also  in  dealing  with  these  problems  that  clearly 
are  not  being  dealt  with  locally.  While  I  believe  in  leaving  things 
to  the  States  and  my  votes  indicate  that  as  recently  as  yesterday 
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when  we  had  a  question  on  motorcycles— while  I  believe  in  that, 
you  have  to  understand  that  sometimes  they  do  not  effectively  deal 
with  their  problem  and  then  it's  a  problem  for  us  here. 

Mr.  Schechter.  Yes.  I'm  certainly  not  an  advocate  of  States 
rights.  I  believe  in  Federal  Government.  But  I  do  think  that  at  the 
same  time,  if  we  go  to  the  national  scene,  we  shouldn't  be  trying  to 
compartmentalize  the  financial  structure  of  the  country.  We  ve  got 
to  take  a  broader  look. 

Senator  Dixon.  I  thank  you.  I  thank  the  Chair. 

Senator  Lugar.  Thank  you  very  much,  Senator  Dixon. 

Mr.  Schechter,  this  is  not  meant  just  to  pick  on  you  today,  but 
that's  an  intriguing  argument  that  s  almost  irresistible.  I'm  won- 
dering if  in  fact  the  State  of  Arkansas  had  107  years,  or  however 
long  it  took  to  get  the  usury  thing  in  the  constitution,  had  also 
indicated  that  labor  unions  could  not  organize  in  the  State  of 
Arkansas  and  again  and  again  people  had  voted  to  keep  that  in  the 
constitution,  would  you  argue  that  there  was  no  national  cause 
that  was  overriding,  that  in  fact,  if  the  people  of  Arkansas  wanted 
to  have  no  unions,  they  ought  to  have  that  privilege? 

Mr.  Schechter.  I'm  sure  we  would  make  every  attempt — State 
and  Federal — of  course,  to  get  a  law  that  would  permit  union 
organization. 

Senator  Lugar.  Let's  say  you  fail  again  and  again.  They  kept 
voting  down  the  union. 

Mr.  Schechter.  We  would  try  to  convince  the  people  first 
and 

Senator  Lugar.  Then  what  would  you  do? 

right  to  work  laws 

Mr.  Schechter.  We  do  have  States  where  we  have  right  to  work 
laws  that  we  don't  like  and  we  fight  that  battle  at  each  State 
legislature. 

Senator  Proxmire.  And  also  here  in  Washington. 

Mr.  Schechter.  Also  here  in  Washington,  when  necessary.  But 
we  do  fight  it  there  and  I  will  say  that,  sure,  we  would  do  that. 

Senator  Lugar.  I  think  this  is  one  of  the  things  we  have  to  judge. 
It's  not  an  open  and  shut  issue.  But  clearly,  as  I  indicated  earlier, 
last  year  in  the  deregulation  of  banks  and  lending  institutions  with 
regard  to  mortgage  financing,  for  example,  we  said  this  ought  to  be 
handled  as  Federal  policy  and  essentially  that's  been  deregulated. 
We  are  looking  at  a  narrow  part  of  the  market,  the  consumer 
credit,  a  very  important  part,  trying  to  determine  whether  it's 
unique  in  its  characteristics  so  it  should  not  follow  the  general 
deregulation  which  we  have  seen  as  a  national  situation. 

Mr.  Schechter.  Well,  Senator,  my  argument  is  not  on  the  basis 
of  whether  it  should  be  at  the  State  or  national  level  so  much  as  to 
whether  we're  talking  about  an  effective  remedy,  and  I  don't  think 
what  is  being  proposed  is  an  effective  remedy. 

Senator  Lugar.  I  understand. 

Senator  Proxmire.  Let  me  just  take  a  minute  and  I  do  apologize 
because  we  have  other  witnesses,  but  I'd  like  to  say  I  support  your 
position  very  strongly  on  right  to  work.  I  think  that  union  shop  is 
right.  I  was  an  employer  with  a  union  shop  in  a  company  I  was 
owner  of  before  I  came  to  the  Senate.  It  worked  very  well,  I 
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believe,  with  the  union  shop  and  you  have  every  right  to  do  what 
you're  doing  to  persuade  us  in  Washington  to  prevent  the  States 
from  going  on  the  right  to  work  basis,  but  that's  inconsistent  with 
what  you're  doing  now — that  we  shouldn't  adopt  a  national  policy 
with  respect  to  capital. 

Capital  seems  to  me  about  as  mobile  a  product  as  you  can  get  It 
flows  so  easily  from  one  market  to  the  other,  from  one  State  to  the 
other,  and  the  Constitution,  article  I,  section  1,  paragraph  8,  says 
Congress  has  the  right  to  coin  money  and  regulate  the  value  there- 
of. We  have  the  money  power.  It's  a  national  power.  So  here,  it 
seems  to  me,  of  all  areas,  we  have  the  constitutional  responsibility 
to  act  with  respect  to  credit. 

Mr.  Schechter.  I  agree  on  regulating  the  value  of  money.  We 
have  the  Federal  Reserve  for  controlling  the  supply.  It  comes  from 
the  coinage.  I  believe  historically  it  developed  from  the  chipping  of 
coins  and  therefore  the  sovereign  has  the  right  to  control  the  value 
of  the  money,  but  that  doesn't  mean  that  the  sovereign  has  to  have 
the  right  to  control  interest  rates  for  consumers. 

Senator  Proxmire.  We  don't  have  to  have  it,  no,  but  because  of 
the  great  mobility  and  the  fact  that  money  is  just  drained  out  of 
the  State  of  Arkansas  on  this  basis.  One  other  point  and  I'll  be 
through.  That  is  that  the  statistics  that  you  give  on  the  referen- 
dum, it  seems  to  me  astonishing  that  you  can  get  30  percent  or  35 
percent  of  the  people  to  vote  in  favor  of  letting  interest  rates  go 
higher.  It's  the  hardest  thing  in  the  world.  You  won't  find — if  I 
would  go  out  to  Wisconsin  and  talk  to  bankers  and  I  talk  to  most 
conservative  people,  and  they  are  all  against  high  interest  rates. 
We  are  all  against  that.  The  easiest  thing  in  the  world  is  to  vote 
for  low  interest  rates.  So  that  referendum  doesn't  kid  me.  I  mean, 
you  have  two  Senators  that  also  have  been  Governors  and  know 
that  State  thoroughly  and  have  lived  with  the  people,  have  lived 
with  this  problem  year  after  year  in  Arkansas,  and  it  seems  to  me 
it's  very  hard  for  us  to  walk  away  from  their  advice  if  they  say 
they  urgently  have  to  have  this  kind  of  Federal  action. 

Mr.  Schechter.  Senator  Proxmire,  I  think  still  we  have  to  pay 
attention  to  majority  vote  and,  in  addition,  as  I  don't  have  to  tell 
Members  of  the  Congress,  the  resources  in  the  campaign  do  sway 
the  vote,  and  I  can  assure  you  the  resources  in  the  campaign  to 
eliminate  or  raise  the  ceiling  in  the  Arkansas  constitution  have 
been  much  greater  in  those  campaigns  than  the  resources  that  are 
devoted  to  defeating  that. 

Senator  Proxmire.  I'll  give  them  the  resources  if  I  could  have  an 
issue  as  simply  as  that.  It  s  so  easy  to  convince  people  to  vote  no  on 
higher  interest  rates. 

Senator  Dodd.  I  find  it  astonishing  that  New  York  decided  to 
eliminate  them  pretty  much  altogether.  I  think  New  York  voted 
for  total  elimination,  which  is  staggering.  Now  it  wasn't  done  by 
referendum.  It  was  done  through  the  legislature  and  I  don't  know 
what  happened. 

Senator  Proxmire.  In  that  case  the  banks  wouldn't  give  credit  in 
New  York. 

Senator  Dodd.  They  were  threatening  that  in  Arkansas.  In  fact, 
they  have  just  lifted  all  ceilings — it's  striking  to  me — in  Illinois. 
Was  that  a  decision  of  the  State  legislature? 
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Senator  Dixon.  Yes;  and  by  a  very  close  vote  I  think. 

Senator  Luc ab.  Thank  you  again.  Senators.  And  panel,  we  ap- 
preciateyour  coming  to  testify. 

The  Chair  would  like  to  now  call  the  next  panel.  Mr.  Lee  Gun- 
derson,  president  of  American  Bankers  Association,  Osceola,  Wis.; 
accompanied  by  Mr.  Dennis  D.  Dumler,  vice  president,  Colorado 
National  Bank,  Denver,  Col.;  Mr.  Fred  Hammer,  executive  vice 
president,  Chase-Manhattan  Bank,  New  York,  on  behalf  of  the 
Consumer  Bankers  Association;  and  Mr.  Charles  T.  Russell,  presi- 
dent, VISA,  USA,  San  Francisco,  Calif. 

Senator  Proxmire.  Mr.  Chairman,  before  the  witnesses  begin, 
may  1  say  welcome  to  Mr.  Gunderson.  We  are  very  proud  of  Mr. 
Gunderson.  He's  done  a  marvelous  job  as  head  of  the  American 
Bankers  Association  and  the  association  of  banks  in  the  country, 
and  I  understand  that  he  may  be  leaving  office  fairly  soon.  We 
hope  he  won't.  We  hope  he  will  run  for  reelection. 

Mr.  Gunderson.  No  way.  Senator.  Thank  you. 

Senator  Proxmire.  He's  done  a  super  job. 

Senator  Lugar.  Thank  you,  Senator  Proxmire,  for  your  introduc- 
tion of  your  distinguished  colleague,  and  I'll  call  upon  the  gentle- 
men to  testify  in  the  order  that  you  were  introduced.  First  of  all, 
Mr.  Gunderson. 

STATEMENT  OF   LEE   E.   GUNDERSON,   PRESIDENT,   AMERICAN 
BANKERS     ASSOCIATION,     ACCOMPANIED     BY     DENNIS     D. 
DUMLER,  VICE  PRESIDENT,  COLORADO  NATIONAL  BANK 
Mr.  Gunderson.  Mr.  Chairman  and  members  of  the  subcommit- 
tee, my  name  is  Lee  E.  Gunderson,  president  of  the  Bank  of  Os- 
ceola, Osceola,  Wis.  I  am  testifying  today  in  my  capacity  as  the 
president  of  the  American  Bankers  Association.  Rather  than  read 
our  complete  statement,  I  will  summarize  our  salient  points,  recog- 
nizing that  our  written  statement  will  be  included  in  the  record  in 
its  entirety. 
Senator  Lugar.  It  will  be. 
[Complete  statement  follows:] 
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SilrHD  and  —bra  of  th*  Tnlii  u—l  1 1  ■■.  ay  ihh  1m  La*  t. 
,  President  of  th*  Bank  of  Osceola.  Osceola,  Wisconsin,   t  a* 
testifying  today  in  ay  capacity  aa  the  President  of  tba  American 
Bankara  Association.   Tba  "a  aMbarshlp  consists  of  »ri 

than  90*  of  tba  nations  full  service  bankSf  including  »r«  (ban  12,000 
coaeuinlty  banks  with  daposlta  of  S100  Billion  or  loaa.   Acconpanying 
me   today  is  Dennis  D.  Dualer,  Vlca  President  of  tba  Colorado  National 
Bank,  Danvar,  Colorado  and  paat  Chairaan  of  tba  Bank  Card  Division  of 
th*  tear lean  Bankars  Association. 

Tba  Association  welcoews  this  opportunity  to  present  Its  views  on 
S.  1406,  the  Cradlt  Deregulation  and  Availability  Act  of  19B1  and  S. 
9G3.   Both  S.    1406  and  S.  963  provide  for  a  federal  praaaption  of 
■tat*  usury  law*,  although  S.  963  la  Halted  In  acopa  and  duration  and 
Is  of  Halted  value  to  federally  insured  depository  Institutions. 

With  increasing  costs  of  funds  to  financial  institutions  and 
upward  pressure  on  interest  rataa,  banks  located  in  states  with 
restrictive  usury  celtngs  are  unable  to  aeet  tba  cradlt  naada  of  their 
custoaars,  particularly  In  the  conauaar  loan  area.  Aa  a  result  of 
these  pressures,  the  naad  for  federal  praaaption  of  all  atat*  usury 
ceilings  has  becoae  a  sajor  goal  of  th*  financial  Industry. 

The  idea  of  a  federal  praaaption  of  state  usury  celling*  is  not 
new  to  Congress.  Congress  hss  previously  rocognlaad  the  naad  to 
preeapt  state  rat*  callings  In  tba  pursuit  of  national  policies.   In 
1933,  Congreaa  first  preempted  stat*  llaltatlona  aa  applli 
aade  by  national  banks.   Congraas  authorised  a] 
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i  percent  In  axcaaa 

The  Stated  purposi 


ad  to  loans 
lal  bank*  to 
if  the  discount  rata  regardless 
of  thla  legislation  waa  to 
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;.i«:*j-:«»  is   ii-«  a.ss   is*  ^my  :£  ta*  Sapesitarf   int:atuai 
x-jfrailaiLia  a*s  Mceatsr/  ijerrol  Act  =f  IMC,  ».t.  »*-2ii. 

Title  T  sf  f.L.    M-I1I  mm>i  stats  csarr  cailiaa*  Ear   first 
acrt-saa*  residents;    real  estate   loss*,    wd  aoCila  aaae   !■«  ■  Kick  « 
«*•  «  IW  •wist  if   interest   teat  a*/  t»   ca*r?ed-      SUta  »ar*  aieaa 
tftre*  /«r«    'tefsre  April    I,    IJIJ1    ie  vfciea.  ;n  override  tnia    federal 

Zttlltsja  an  all   easiness  sad  egriirultiiral    ltxni  save   SZS.OM  vara 
frfeeactsa'  (or  three  /«",    after  taiics  state    lav  shall   prevail.      The 
eeillna  allow*  creditors  to  charge  up  to  5  percentage  point*  *t»v*  the 
federal   IwMrM  discount    rata    (including   any  aarcharan) .      Dvrinq   CM 
three  year  period,   a  state  say  act    to   re  tapes e  callinna  oa  such    loans. 
ob  business  and  sort  cultural    loans  was   further 
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•xtended  by  Section 

324  of  tha  Bousing  and  Community  Development  Act 

of  I960  (P.L.  96-399 

,  to  decrease  from  $25,000  to  $1,000  the 

threshold  nount  required  for  a  business  or  agricultural  loan. 

In  addition,  p. 

L.  ao-221  extended  to  all  federally  insured 

depositary  InStituti 

ans  tba  authority  granted  to  national  hanks  to 

charge  at  least  on. 

parent,  in  axes  of  th.  discount  rate. 

These  steps  tak 

an  during  the  96th  Congress  to  deregulate  interes 

rat.a  ware  certainly 

in  the  right  direction,  but  they  vera  alao 

selective  and  did  no 

t  cover  all  types  of  credit  extensions. 

■Ml.  th.  F.o.r 

al  Government  has  taken  an  active  role  In 

impacting  tha  llobil 

ty  side  of  the  ledqer,  It  has,  with  the  axceptio 

of  those  limited  act 

ons  in  the  S6th  Congress,  left  the  regulation  of 

the  asset  side  of  th 

e  ledger  up  to  the  Individual  states. 

Recant  develops 

enta  in  the  money  market  place  highlight  the  need 

for  action  at  the  fe 

leral  level.   Mora  and  mora,  customers  ere 

demanding  a  market  r 

ate  of  return  on  chair  deposits.   However,  with 

tha  creation  of  new 

depository  Instruments  which  yield  such  •  return. 

L-oni  increaaea  In  th 

*  cost  of  funds  which  can  be  lent.  This,  coupled 

with  tha  upward  pres 

sura  on  costs  to  depository  tnatltutlons  brought 

about  by  tha  phase  o 

lit  of  Regulation  0,  Incraeaaa  in  tha  coat  of 

faderel  funds  and  th 

a  added  strain  resulting  from  reserve 

requirement.,  lncree 

sea  the  need  for  financial  Institutions  to  be  abl 

to  charge  a  market  r 

•  t.  on  th.lt  l..n.. 

State  uaury  cat 

lngs  governing  the  amount  that  creditors  can 

charge  on  tha  money 

they  land  are  often  the  product  of  inefficient  an 

outmoded  concepts  of 

so  called  "consumer  protection."  Given  today's 

Increasingly  dynamic 

coney  sarket,  creditors  are  no  longer  able  to 
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reit: 

chat. 


with 
bank: 
dlff, 


ned   by 
iIlMtl 


•Caps   being    t. 


,rtl£ 


Cor   new 
t inane: 

nding    and 


>   foe 


fade, 
'hlch  haa  dona  ai 
•a  hava   littl. 

by  thi 


illty  of  funda  for 

lings  f roa  ai 
radlt  •item: 

ar  larger  munha. 

appllcabla 
ding  exceptions 


lng  loans  by  com 

vehicle  sales,  u 
hare  Bay  be  sepa 
nd  aortgage  loans, 
ng  credit  plans  and 


hodge  podge  of  legil 


ch  harn  to  our  nai 
impact  on  factors 
government  hava  a 
'.  Ha  ate  alraady 


j  interest  at  a  rata 
Due  to  the  growing 

iipectatlon  of 

>f  Aawricana  ara  to 

isomer  cradit  today 
I  general  usury 


live  different  laws 
ial  banks.  Industrial 

■□tor  vehicle  salea 
Units  appllcabla  to 
nally  there  nay  be 


Control  the  can pant 
inn  aconoay.  While 
isoclatsd  with  rising 

ract  relationship 
lelng  aonusiental 
ass  to  reduce 
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inflation  through  ■ 


(■•during   th*    federal 


lificlt. 

In  addition.    It   should   be   not) 
.■pact  on  tha   factors   assoc: 
institution*'   nanjgmnt   of 
;ho  fadaral  governaent  whtcl 

tba   ledger.      Wa  aspect   that 
to  play  a  aa]or  ro) 
and    its  corresponding  costs, 
tha  «st  part,   this  task  hai 

however,  continuas  to   play 

tba   Pad.      Recant   Cony; 


requ 
depo 

fact. 


■<i  that   individual  states  have  no 
th  tha  coat  of  a  financial 
bilitlea   (e.g.,  deposit*) .      It  1* 
tarvenad  to   regulate   tha   liability 

the   federal   gounrnaent   will 
-quieting   tha   availability  of  aoney 
te*pt  to  control   inflation.     For 
issigned  to   the  Fadaral  Raserve 
f  *on*tary  policy.     Congress  too, 
role   In  It*  attanpt   to  work   In 
esslonsl   Initiatives  such  as  the 
Imposition  of   universal   reserve 
tutlona  aust  Maintain  on  certain 
a  Major    iapact   on    the   costs  associated  with   a 

its  liabilities.     These 
'.  competition  aaong   financial 
Congress  has  decided  not  to 

to  deregulate  th* 


y   institutions'   aanegeaent 

whan  coupled   with   thi 

aria*  for  deposits   (which 

,   atpllfy  th*  need   foi 

le  of  the   ledger    (s.g. 

Chelraan,    I   applaud   tha  actlona  of   thia  Subcoaaitta*   In 
ng   tiaaly   hearings  on   this  vital    issue  Shortly  after   the 
ductlon  of   5.    1406  and   S.    963.      Me  would  also   Ilk*   to   thank 
Lugar  for   recognizing  the  need   for  en  a cross- tha -board 
on  as   is  eabodled   In  S.    1406,   along  with  chairmen  Garn  and 
■  Proxolre  and   d' Ana to   for  their  support  by  co-sponsoring  S 
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1406.  HUH*  »•  Hu  appreciate  the  li 
Ruaper*  and  Fryor  In  Introducing  S.  91 
believe  that  tbl*  leelslatloi 
cradltora,  retailers,  aanufact 
nacaaaary  to    Insure   tba  continued 

•pacifically,   8.   963 
of  not  aw 


effect   at    th«   Fadaral    Rai 
Assoc  i. 


Lion  a 


•i  iaposed  by  I 
tad  to  perforn 

.  affact*  on  cc 

S.  963. 
concept  of  lm 

a  eradlt  conta 
■a  Board  ha*  eoi 
oes  of  indexing 
gue  tba  fa 
red  rata  which 
and  doaa  not  necessarily  refl< 
aorkatplaca.  In  othar  words 
balow  unit  rata*,  eradlt  by 
is  rationed  through  adalnlstrt 


fully  balow, 

cannot  suppoi 
Mhlla  tl 


Padaral  Raaai 

eontinjai  to 
la  an  adalnli 


para: 


■ct   th< 
<hlla  thi 


tereat   voicad   by   Senators 
J,  tha  Association  doas  not 
va   tha   coablnad   naads   of 


labll 


i  tended 
ind    1. 


ble    lo. 
fully 


y  of  eradlt   nation-wide. 


bank    In   tha   Padaral   Deserve 
would  aubstltuta  ■ 
:   callings   to   deteralne 
i   apposes  any    fora   of    rata 
Congrats.      Callings   hava 
n.     A*  described  aora 
often  produce  unintended 
r*.      For  this  reason,  va 


ling*  to  tha  discount   rata   is 
1  praeaption  on  t 
ry   Control   Act,    the 
tba   use   of   the   dli 
rata*.      Tha   Board 
,   that,   tba  discount   rata 
in  conduct  of  aonetary  policy 
of   aonay    In   today's 
rata  la  frequently 
bank*   at   tha   discount   window 
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Fed* 
id   af 


,aigt 
ned   in  5 

terad 

Pad's  d 


that 
In  faci 
egulet 


1  conditions,  the  intei 
i,  which  ia  influenced 
Federal    Res 


i«ll>n< 


j    thi 


rat*  on  1 
>y  the  coat  of  fundi 
v*  policy  and  o 

nliiij    the    loan   i 


nd  fro-  , 
at    fund 

rates  have  changed.   In 

governing  t.hi 
changa  tha  d; 


ha  lending  by 


turity. 

relate 
to  federa 
■urchatga 


*e  of  the 

ly    Imposed    rai 
like  tha  tils. 


Ing  to  ba  lnde 


mttol  tha  supply  of  money.  The  purposi 
:  repetitive  borrowings  by  coaaercial  , 

.ndow.  since,  there  ia  no  way  of  predict! 
>f  monetary  policy,  we  do  no 

>prlate  to  consider  auch  ai  an  Index  to  an 


lias  co>e  for  tha  Congress  to  racognlia  tha 
set  aid*  of  tha  ledger,  auch  action  should  be 
aply  re-regulation.  S.  1406  follow*  the 
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cones*  of  deregulation  wblli 

S.  963  moves  from  one  fora  of 

lv.  regulation  to  another. 

1406  further*  two  vary  import. 

nt  goals  which  tha  Association 

ta  to  puraua  In  tha  public  Int 

raat:  an  across-the-board 

on  of  all  atata  usury  calling 

on  business,  agriculture  and 

cradle  transactional  and  tha 

authorisation  of  certain  card 

U.   Specifically,  S.  1406  Co 

tains  provisions  that  would: 

alialnata  the  thtaahold  anojn 
and  agriculture  loana  n  cont 
Institution*  Deregulation  and 
of  19B1J 

of  61,000  on  buaineas 
ined  in  the  Depository 
Monetary  Control  Act 

eliminate  all  callings  on  bus 
loans  presently  aat  at  51  abo 

nesa  and  agriculture 
a  the  discount  rate; 

■ake  permanent  the  preemption 

culture  loans  subject  to  a  at 

on  business  and  agrl- 

years  of  enactment; 

preenpt  state  laws  that  limit 
■ny  be  charged  on  extensions 

the  nature,  rata,  amount 
inance  or  other  charges 
f  conauaer  credit] 

preaapt  atat*  lava  prohibiting  tha  Imposition  of 
transaction  or  annual  teas  in  Conjunction  with  open 
end  credit  plans; 

provide  that  stata  and  federa 
provisions  are  not  affected  b 

consuaar  protection 
eliminating  usury  cellingsi 

perait  atatea  to  override  the 
of  enactment  (by  adoption  of 

preaapt ion  within  three  years 
law  or  voter  resolution)) 

give  the  Federal  Reserve  Boar 
authority  as  to  the  scope  of 

liaited  interpretative 
he  consumer  credit  preemption! 

permit  federal  credit  unions 
aaae  rate  allowed  other  lende 

o  cherge  interest  at  the 
a  under  the  preemption; 

Aaerican  Bankers  Association 

wholshsartedly  supports  tha 

ns  contained  in  S.  1406  In  th 

ir  entirety  and  urges  Its  earl 

t  aa  presently  drafted. 
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roblems  faced  by  financial  institutions,  snail 

onal  economic  policies  govern  the  cost  of  funds, 
awn  place  Units  on  rates  that  can  be  charged  for  those 
06  represents  a  logical  extension  of  the  process  begun  in 
tangly  recognized  by  this  committee, 
nsle  for  establishing  and  maintaining  t 
redlt  is  primarily  based  on  three  soclo-econ 
■liable  to  the  genera 

for  all  borrow, 
one  to  test  the  eff< 
vast  majority  of  th< 

inental  affects  on 
\y.      Empirical  evldanci 
:ompetitlve  market  pricing  as  being  clearly  super 


similar  conclusio 


legislative 


y  imposed  usury  c 

d  bibliography  of  1 

done  by  the  prlvat 
federal  government  has  examined  usury  and  its  a££ec 
the  National  Connlsslon  on  Consumer  Finance  Submltt 
December  of  1971  exanlned  the  popular  theories  support 
ceilings  as  necessary  for  consumer  protection  and  conclul 


did 


tand   up  under    si 
llings  are  undesirable. 


:lny.     The  Report  concluded  that   i 
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Nor*  recently,  thn  Report  of  the  Interagency  Task  Fore*  o 
Institution*,  submitted  Co  Congress  last  July,  concluded  that 
catlings  vara  a  disincentive  to  thrift  Institution*'  entrant 
consular  landing  as  authorized  by  the  Depository  Instltutlor 
Deregulation  and  Monetary  Control  Act  of  1980  and  that  tba  cat 
should  be  reaovad  or  set  at  higher  levels.   Other  studies  lndl 


that,  beyond  lai 
haraful  to  the  \ 

Bnplrtcal  i 
generally  detrlm 

lending 

denying 

cradltwc 
differed 

should  pa, 
borrow*  - 

greater 
they  ar 

usury  t 

creditors 
to  obtain 


ng  a  consumer  protecloi 
ry  individuals  and  bustt 


:al  effects 


i    the   following 


st   highi 


appllanc 
atei   ' 

1  lings  foi 


people    should  pay 

In  cost*  to  sarvl 

dlt   risk  borrower 

r  credit  risk 

tend   to  accept 


red  it.  worthy 
ivtest   iapact 


jr   exa.pl., 
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isi<J«r»t 


lort    tarn 

l«   are   oftei 

to  bastes, 
.fit    foi 


initially  by 


ltlvt 


*dlt. 

actors:   cost  of  fundi)  acquisition, 

is.   Beyond  these  factors 

possible  in  order  that  Borrowers  cay 
enders.   In  effect,  supply  and  demand 


th*  usury  c 
la  thus  u 

reduce  thai 


1  extending  credit  appro 


rat*  cred 
i  faced  with 

of  cred 

i  options   at 
iwinu    publ 
3  obtain   It. 

i  th*  1* 


eatrictlvc 
it  and  not 


jry  catling. 


fraoly,  and 


landers  will 
Id  hav* 


□  f  th* 


being  shut  out  of 
generally  the  gri 
totally  shut  off 
granting  loans  appt 
only  under  much  mo: 


dlt 


at  for  these  consumers,  they  will  either  be 
■  legitimate  credit  markets  whan  the  coat  of 
ach  th*  usury  calling,  or  be  able  to  obtain  credit 
a  stringent  terms  (e.g.,  higher  down  payment, 
ch  they  can  often  til  afford. 
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Met   only  in   those   seeking  credit   disadvantaged  by   tbe 
artificial  constraints  plated  on  tba  pricing  el  credit,  but  the 
provider*  of  good*  and  sarvleaa,   particularly  small   rint Irian— n.    axe 
also   injured  since  tbelr   potential    customers   can   no    longer    obtain 
financing.      For    example,    during  tbe   recent   period  of   feign    interest 
rates,   automobile  dealers  and  uoit   builders  vera   frustrated    in  their 
attempts   to  maintain  sales  and   employment    levels   partially  due   to  tbe 
Inability  of  consumers  to   obtain    financing. 

There   is  slso   smple   evidence   that    usury  ceilings   have  detrimental 
effects  on   lenders.      Some   lenders   have  been   forced  out   of   tbe   credit 
market   altogether,   particularly   In  the  acta  of   bank  card  credit  plans. 


for 


•40  allllon   in 
reported  that  t 


high   c 


fundi 


controlling  factor 

than  large  lenders 
higher.  The  resul 
(laid  wide  open  to 
state*  who  will  ha 
wish,  and  eliminat 
■any  credit  servic 
largest  money  cent 


ings.  Just  last  > 
ilcago  bans  was  r« 


i  tbe  Bid-west  divested 

1  over  175,000  accounts  and 

itb,  the  American  Banter 

others  the  squeeze  between 


n  the  decision. 

smaller  institutions  are  disadvantaged  more 
their  volumes  required  to  break  even  are 
ng  Impact  of  restrictive  ceilings  could  leave  the 
arger  institutions  located  in  money  center 
ability  to  price  thalr  services  any  way  they 
the  opportunity  for  smaller  Institution*  to  offer 
This  can  be  Illustrated  by  looking  at  the  three 
ates  (Hew  York,  Illinois  and  California),  all 
remove  usury  ceilings.   Tlieie  states  house  tbe 
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first  a 


:lon  is  that  If  i 
>  far  In  c 


tailing  banks,  which  servic 
»  union.  Obviously,  Inst 
;ttva  callings  cannot  coap 
janced  In  support  of  rats 

ils  theory  Ignor 


,  vigorous 


,  and  othai 


second  thao: 


banks  (a.g.,  Calif 
□>  charging  aori 


with  no  lagal  i 
>rnia),  co>p*tl< 
lan  th*  sarkat  i 
Justry  competition  dons  n< 
trained. 

Act  Insures  that  consuaei 
>  and  tiia  dollar  figure  o: 
ior  cradit.  Racant 
I  lad  to  a  high  percentagi 


■  that  In 


ths  thee 


advanced  in  support  of  rata  csllingi 

tillnga,  cradit  would  bacon*  too  easily  available 

icon*  ov*r*xtand*d.  Expei 

i   been  alininatad  doaa  not  substantiate 

Landars  havs,  and  will 

alld  cradit  risks, 
ry  ceilings  have  dismantled  the 
md  economic  arguments  in  support  of  usury  limits. 
s  cobs  to  ollolnate  th*  disruptive  effect  which  usury 
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callings   MM 


»-     14M    1 

cards  by  eotbc 
fees.  Tba  prohibit 
an  unfair  burden  on 
significantly  to  t 

poriod*    In  which   t 

expenses  In  procei 
during  tbla  period 
charge.  A  atudy  ci 
(Credit  Card  rrofl 
rabruary  1910)  ,  (< 
user*  l.o.,  thai 
Mil  la  this  351  ft' 
thasa  a—  cardbo] 
out standings. 

Visa  U.S.A. 
subsidised  by  acti 


a   ao   additional   refora   la  tba  area  of  bank 
nchly  or  periodic  fees  and  transaction 
hat   esist   on   those   fees   la   aany   states   era*** 
consumers  and  contribute 
lity  of  card  progress. 
■  are  required  to  give  users  *  "free 
'oes    incurred   without   any  charge   for 
payments  aecbanian.     As  a  result  aany 
as  a  convenient  payment  device  —  an 
The  card   issuer    incurs   considerable 
and   payments   and    in   extending   funds 
but   collects   no   finance   or   use 
tbe  Massachusetts   Bankers   Assoc 1 at toa 
Peat,   Harwich  Mitchell    t   Co., 
f  all  cardholders   involved  were  free 
subject  to  any  credit  or  usage  charge, 
cant,  even  sore  so   Is  the  fact   that 
approximately   SO*   of   tba  total   dollar 


llapl 
lack. 

Ing  purchase! 


Is  slgnifl 
dars  represent 


eported  recently  that  these  "free  users"  were 

ve  card  users  to  tbe  extent  of  S661  allllon   in  1979 
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and  ■  subsidy  of  SS35  Billion  in 

1980.  For  the  moat  part,  th 

se  -free 

users*  tend  to  be  the  more  afflu 

nr.  cardholders.   S.  1406  vou 

d  enebl. 

card  Issuers  to  Insure  thet  thos 

who  use  their  card  only  as 

convenient  method  of  paynent  vou 

d  bear  a  fair  share  of  axpan 

e.  for 

their  lnvolvanent  in  a  payment, 

or.  credit,  mechanism. 

The  adverse  Impact  of  restr 

ctlve  state  card  fee  legisla 

ion  on 

indu.try  end  consumers  1.  illust 

ated  in  e  recent  study  conducted  on 

behalf  of  the  Credit  Research  Center  at  Purdue  university  (Mo 

king 

Paper  Ho.  35  -  Restrictive  Effec 

■  of  Rate  Ceilings  on  Comma 

r 

Choice]  The  Massachusetts  Experl 

nee}.  That  study  concluded 

hat 

credit  card  users  who  pay  in  ful 

,  thus  incurring  little  or  n 

f inane 

charges,  are  being  subsidized  by 

those  cardholdera  who  make  a 

tended 

paynents  on  their  accounts.  On 

verege,  the  consumers  receiv 

suhsidy  have  higher  incomes  and 

se  their  accounts  more  frequ 

atly 

than  those  providing  the  subsidy 

5.  1406  by  authorising  ere 

iters  t 

impose  periodic  or  transaction  f 

es,  would  enable  cerd  issuer 

to 

eliminate  this  subsidy  and  provi 

e  a  more  equitable  fee  struc 

ure  for 

all  credit  card  users,  thus  enha 

clng  compstitive  alternative 

Visa  U.S.A.,  Inc.  has  relaa 

ed  figures  showing  that  the 

ienk  car 

industry  had  e  loss  equal  to  1.1 

of  average  outstandings  In 

he 

second  half  of  1979.  A*  a  resul 

of  the  high  cost  of  funds. 

he  Vise 

system  suffered  a  loss  of  over  $ 

35  million  In  1980.  During 

he  firs 

quarter  of  1981  Vise  system  wide 

losses  grew  to  a  record  2.4*. 

of 

average  bank  card  outstandings. 

heae  losses  are  the  direct  r 

suit  of 

the  card  issuer,  inability  to  a. 

n  e  rate  of  return  from  the 

free 

users'  of  the  cards  end  the  inab 

llty  to  raise  rate*  as  the  1 

nders' 

cost  of  funds  rises. 
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nij  cost   of    fundi 


>  profltab! 


paid 
infli 
InaBIl 


ty  to   tnc 


,  Credit  Card  Profitability 
i  of  bank  card  operation*  of 
>rad  1979  -  a  period  prior  to 
;udy    showed    that 


inless   usury   1 
In  Masaaehui 

f   SSOO   and    16 


:ard 


>  balance  within  30  i 


large   only   121   on 

itudy  who  uaad 
ittiout  paying   finance 
e   all    cardholders 

lua   th«   creditor*' 
unprofltabillty. 


•  would  allc 
:itable    accoi 


this   f 


*   ttia   card    Issuer   to   I 

Individual   banks    la  > 
the  Aater lean 
i  would  have  to  drop  to  61  bafoi 


>■  credit   card 


■a    for   ona   large 
:ad   that    tba 
I   profit    of   21 
■  in  not  aptlalatlc  that 
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■cocas   ic  anff iriwtr.  loads  tor  ctwwii    I^vjItk.  tforfftc  «  ptrlt-c:  o; 
tioot    cndxc.      A  in™*    nulla:    a^aratin^    its   oWr,   ct*«U    pMwl-a*   ear 
Ktici    afiorc   tt   aaaort   In— as   or   crafli:    operations  **PBO»»   et 
B-jitntn.    profits   or.   h1«i.     «ny  «Mli   WesIn<"S9*s   flc   Tiot   Tia**    (Ms 
iUKiiry  ■    *"=  ant    aaly   or.   c  radii  aitMM  T>>    ttiirt    parties. 

TK   a=tss:ixaLiai  -of  sacc   Saws  will   aMo  twtp  -SMall   Maine*1**'* 
wnrei    -paly   aaaally  on   fcnMaanMm  -QrwaFt   program   -smrti   >v   BafiV   AM«. 
t  of  «f**arWtt  i-artf*.  *Vf*  «ft«ll 
i    is  aoix  n   aaoio  a  surety,    it*f  f  tcHant .    ih-rtWn*  freflit 
pro^raa   «hil«.   «t   Ott   aanat   lia*.   airwyirKj   t>*  **ti*fi-rt  «t    im-rrtVVfl 
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li-  M>i*r2  u*ii-i .,    *•*   «nja**.M   tli*  pr*u^.ng    T**i  it:   13*    iiTi  — 
cvsi:.#;!*e    jt,  S.   .*M,      Tw   Ksmi..r  jw^ta.  eS   it*    i  ni»™      cnrfii 

u»tr/  aofi  i*i«!   t»t9  f**>  lx£icat*  i±*r  in 
MVIt.f  i*  l*t*llfi*i   Is  ,fct4*rc,  jprirun-t*   ■ 

»J4*ft  lif-iltf    M    tl»CU*t    -i*S*    iU^H    asd    UK*    cut 
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Senator  Lugar.  Thank  you  very  much,  Mr.  Gunderson. 
I  will  now  call  upon  Mr.  Fred  Hammer  for  his  testimony. 

STATEMENT  OF  FRED  HAMMER,  EXECUTIVE  VICE  PRESIDENT, 

CHASE    MANHATTAN   BANK,   NEW   YORK,   ACCOMPANIED   BY 

PETER  SCHELLIE,  COUNSEL 

Mr.  Hammer.  Thank  you,  Mr.  Chairman.  I  am  Fred  Hammer, 
executive  vice  president  of  the  Chase  Manhattan  Bank,  N.A.,  and  a 
member  of  the  Board  of  Directors  and  the  Government  relations 
committee  of  the  Consumer  Bankers  Association.  Accompanying 
me  today  is  Peter  Schellie,  counsel  to  the  association. 

We  greatly  appreciate  this  opportunity  to  discuss  one  of  the  most 
critical  issues  facing  the  retail  banking  industry:  namely  the  con- 
tinued imposition  of  arbitrary  governmental  price  controls  on  a 
commodity — money — in  the  form  of  usury  laws. 

Within  the  past  year,  the  association  has  had  several  opportuni- 
ties to  testify  here.  On  each  occasion  we  have  detailed  our  concerns 
about  govern  mentally   imposed   rate   ceilings.   The   problems   dis- 
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cussed  in  previous  hearings  continue  unabated,  and  in  fact,  have 
intensified.  I  would  like  to  discuss  these  matters  briefly  before 
commenting  on  the  legislation  now  pending  before  this  Committee. 
Usury  laws  were  first  adopted  hundreds  of  years  ago  in  the 
context  of  a  noncommercial  society.  Upon  contemporary  review,  it 
is  apparent  that  these  controls  now  reflect  outmoded  "consumer 
protection"  concepts  that  cannot  be  supported  on  either  economic 
or  social  grounds. 

USURY  LAWS  PRODUCE  ECONOMIC  DISRUPTIONS 

The  fundamental  starting  point  in  analyzing  the  justification  for 
usury  ceilings  must  be  the  basic  American  concept  of  a  competitive 
market  operating  within  a  free  enterprise  system.  Usury  laws  run 
counter  to  that  basic  premise  and  clearly  produce  economic  disrup- 
tions. In  addition  to  creating  often  unfair  subsidies  among  consum- 
ers, they  cause  economic  harm  at  a  more  general  level.  As  exam- 
ples, a  1977  study  of  the  Tennessee  economy  estimated  that  the 
State  usury  ceiling  caused  the  loss  of  7,000  jobs.  During  the  past  15 
months,  a  major  bank  in  Maryland,  due  to  State  usury  limitations, 
has  reduced  its  consumer  credit  portfolio  by  $200  million,  a  reduc- 
tion of  25  percent.  This  has  resulted  in  a  reduction  of  115  employ- 
ees, approximately  25  percent  of  those  involved  in  consumer  credit. 

In  the  case  of  my  own  bank,  due  to  usury  ceilings,  we  were 
forced  to  Btop  all  credit  marketing  activities  in  November  1979,  and 
only  recently  have  restarted  those  efforts  in  light  of  the  limited 
lifting  of  New  York  usury  ceilings. 

In  short,  the  general  free  market  approach  that  characterizes 
virtually  all  other  segments  of  the  American  economy  should  apply 
equally  to  credit.  If  credit  is  to  be  afforded  unique  treatment,  there 
should  be — but  there  is  not — a  clear  justification  for  it. 

Three  general  arguments  are  said  to  support  usury  laws. 

The  first  is  that  the  market  is  monopolistic,  a  suggestion  that  is 
simply  without  support.  The  market  is  composed  of  an  enormously 
large  number  of  credit  sources  and  recent  legislation  has  further 
increased  the  number  of  competitors.  In  New  York,  for  instance, 
the  response  to  a  limited  lifting  of  rate  ceilings,  has  been  to  provide 
consumers  with  more  credit  and  a  wider  array  of  interest  rates  and 
fees. 

It  is  also  important  to  point  out  that  usury  laws  are  anticompeti- 
tive since  they  discourage  even  more  competitors  from  entering  the 
credit  market. 

The  second  justification  for  continuing  usury  laws  is  that  con- 
sumers are  unaware  of  credit  costs.  This  is  contrary  to  numerous 
studies  indicating  that  the  literally  millions  of  dollars  spent  by  the 
credit  industry  on  truth  in  lending  have  produced  results.  In  a 
Federal  Reserve  Board  study,  it  was  found  that  between  1969  and 
1977  the  awareness  of  closed-end  rates  increased  from  14.5  percent 
to  54.5  percent,  while  awareness  of  bank  credit  card  rates  increased 
dramatically  from  26.6  percent  to  71.3  percent. 

The  third  argument  used  in  support  of  usury  limitations  is  that 
they  save  consumers  from  overextending  themselves.  In  fact,  the 
growth  of  credit  outstandings  is  basically  similar  to  the  rate  of 
inflation.  Furthermore,  this  argument  has  been  refuted  by  private 
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studies  that  have  used  both  income  statement  and  balance  sheet 
approaches. 

In  summary,  Mr.  Chairman,  the  three  bases  cited  for  the  con- 
tinuation of  usury  laws  are  simply  without  foundation  in  today's 
society. 

Not  only  do  these  artificial  price  controls  fail  to  produce  positive 
benefits,  but  they  actually  damage  both  the  economy  and  the  very 
consumers  they  are  said  to  protect,  for  example,  by  limiting  the 
availability  of  credit. 

A  study  in  connection  with  banks  in  Massachusetts  demonstrates 
the  problem.  The  banks  surveyed  lost  $19.67  in  1980  on  each  open- 
end  account  and  $1.23  on  each  credit  card  transaction. 

Although  due  to  customer  demand  and  to  provide  an  overall 
service  package,  many  banks  have  continued  to  offer  these  pro- 
grams, that  simply  cannot  continue  indefinitely.  The  losses  being 
sustained  in  this  area  are  obviously  being  passed  on  to  consumers 
of  other  credit  and  noncredit  bank  services.  Many  banks  facing  this 
situation  have  had  to  reduce  credit  availability  and  will  ultimately 
be  forced  to  terminate  this  form  of  open-end  credit  plan. 

For  all  of  these  reasons,  the  association  believes  that  usury  relief 
is  necessary  and  that  must  be  provided  at  the  Federal  level.  We 
think  that  the  following  factors  particularly  recommend  congres- 
sional action. 

First:  The  continuation  of  usury  limitations  injures  the  national 
economy  since  the  damage  cannot  be  limited  to  the  boundaries  of 
any  State.  The  obvious  results  of  usury  limits  are  homes  unbuilt, 
automobiles  not  purchased,  home  improvements  delayed,  vacations 
forgotten,  and  education  plans  revised.  Credit  flows  through  and 
directly  affects  a  national  economic  system  that  operates  without 
regard  to  political  boundaries. 

Second:  Congress  has  not  abandoned  this  area  of  law  to  the 
States,  but  rather  has  been  active  in  this  field  for  many  years.  It 
has  played  a  substantial  role  by  creating  duties  under  a  host  of 
consumer  protection  laws  that  have  given  rise  to  costs  that  credi- 
tors are  often  unable  to  recover  since  they  are  limited  by  State 
usury  laws. 

Third:  Only  last  week,  the  Depository  Institutions  Deregulation 
Committee  scheduled  the  demise  of  remaining  rate  limits  on  depos- 
its. This  will  affect  the  costs  of  many  consumer  lenders. 

Fourth:  The  speed  and  uniformity  necessary  to  address  the  usury 
problem  can  be  provided  only  by  Congress. 

We  believe  that  legislation  now  before  this  subcommittee  would 
provide  the  necessary  relief.  Senator  Lugar  has  introduced  legisla- 
tion cosponsored  by  Senators  Garn,  Prozmire,  and  D'Amato  that 
will  do  much  to  alleviate  the  problems  that  we  have  discussed 
today.  This  bill  permits  the  free  market  to  operate,  including  allow- 
ing creditors  sufficient  flexibility  to  price  their  credit  products  in  a 
way  that  reflects  the  costs  of  the  services  involved. 

We  consider  the  absence  of  any  arbitrary  cap  to  be  critical  since, 
as  Dr.  Robert  Johnson  testified  last  week  before  this  subcommittee, 
any  effective  rate  restriction  has  the  impact  of  denying  credit 
availability.  It  is  simply  impractical  to  try  to  set  a  single  arbitrary 
maximum  rate  in  view  of  the  wide  variety  in  the  types  and  terms 
of  credit  extensions. 
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By  this  same  token,  indexing  is  similarly  flawed  since  in  our 
experience  there  is  no  index  that  reflects  accurately  the  multitude 
of  factors  that  must  be  included  in  pricing  credit  services.  Indexes 
tied  to  some  indication  of  money  costs — and  none  do  that  accurate- 
ly— ignore  operating  and  other  nonmoney  expenses. 

Illustrative  of  the  difficulties  involved  in  selecting  an  index  is  the 
suggestion  that  we  use  the  Federal  Reserve  Board  s  discount  rate, 
an  administered  rate  on  essentially  short-term  funds,  calculated 
primarily  on  the  basis  of  then  existing  monetary  policy.  We  agree 
with  Vice  Chairman  Schultz  that  the  use  of  the  Board's  discount 
rate  is  inappropriate. 

LOAN  SHARKS 

Rate  "caps"  present  significant  drawbacks  and  no  benefits,  de- 
spite suggestions  that  they  somehow  are  related  to  and  deter  loan 
shark  activity.  It  is  highly  unlikely  that  loan  sharks  are  going  to  be 
greatly  influenced  by  any  form  of  legal  constraints.  We  have  seen 
no  evidence  that  they  follow  usury  laws,  indicating  that  usury  laws 
hurt  only  legitimate  credit  grantors. 

Similarly,  the  use  of  these  laws  as  a  mechanism  to  prosecute 
loan  sharks  is  not  needed  since  numerous  State  and  Federal  laws — 
including  truth  in  lending — provide  criminal  penalties.  It  is  diffi- 
cult to  imagine  a  loan  shark  making  truth-in-lending  disclosures  or 
meeting  the  duties  imposed  by  the  many  other  State  and  Federal 
consumer  credit  protection  statutes. 

Finally,  if  the  activity  giving  rise  to  concern  is  truly  loanshark- 
ing,  title  II  of  the  Consumer  Credit  Protection  Act  of  1968  current- 
ly proscribes  that  activity  and  imposes  substantial  penalties  on 
those  who  violate  the  law — $10,000  and/or  20  years  in  jail. 

The  only  effective  method  of  preventing  loansharking  is  to  allow 
access  to  legitimate  credit  markets,  by  permitting  the  free  market 
to  operate,  as  would  be  the  case  under  S.  1406. 

Another  desirable  feature  of  S.  1406  is  that  it  leaves  in  place 
each  State's  network  of  consumer  protection  provisions.  Only  those 
dealing  with  rates  or  charges  would  be  displaced,  despite  sugges- 
tions that  the  language  sweeps  away  more  than  that.  In  addition, 
by  preserving  the  rights  of  the  States  to  displace  the  Federal 
preemption,  their  prerogatives  are  respected. 

There  is  also  currently  pending  before  this  committee  a  bill 
introduced  by  Senator  Bumpers  and  cosponsored  by  Senator  Pryor, 
S.  963.  We  commend  the  thrust  behind  S.  963.  However,  we  believe 
that  it  fails  to  deal  with  the  larger  problem  which  relates  to  the 
very  way  in  which  our  free  market  economy  operates.  The  answer 
is  not  to  simply  produce  another  artificially  set  Government  ceil- 
ing— a  ceiling  that  is  already  of  questionable  value  given  current 
market  rates. 

In  conclusion,  Mr.  Chairman,  usury  relief  is  essential  to  our 
industry.  As  in  other  segments  of  our  economy,  the  imposition  of 
arbitrary  price  controls  is  simply  inconsistent  with  the  proper  and 
efficient  operation  of  a  free  market  economy. 

The  association  respectfully  urges  early  and  favorable  action  on 
S.  1406  which  would  provide  essential  relief  in  this  most  important 
area.  Thank  you. 

[Complete  statement  follows:] 
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TESTIMONY  or  the  cewm—  barkers  associatiw 

BEFORE  THE   SUBCOMMITTEE  QM  FINANCIAL   IHSTITOTIOKS 

COMMITTEE  0«  RAJttlWT,,    BOOSING  AND  URBAN  AFFAIRS 

UNITED  STATES  SEMATE  OH  THE  PROPOSED  CREDIT  DEREGULATION 

AMD  AVAILABILITY  ACT  OF  1.981    (S-    1406)   AMD  S.    963 


Mr.   Chairman: 

I  am  Frederick  S.   Hammer,   Executive  Vice  President  of  The 
Chase      anhattan  Bank,   M.A.   and  a  member  of  the  Board  of  Directors 
and  t.      Government  Relations  Ccmuttee  of  The  Consumer  Bankers 
Association.*     We  greatly  appreciate  this  opportunity  to  appear 
before  the  Subcosaittee  on  Financial   Institutions  to  discuss 
one  of  the  most  critical  issues  facing  the  retail  banking 
industry:     the  continued  imposition  of  arbitrary  governmental 
price  control*  on  a  commodity  —  money  ~  in  the  form  of  state 
and  Federal  usury  laws. 

Mr-  Chairman,  we  are  most  pleased  to  have  been  invited  to 
discuss  with  the  Subcommittee  the  continuing  problems  caused  by 
the  patchwork  of  usury  laws.  As  you  know,  within  the  past  year 
the  Association  has  had  the  opportunity  to  appear  before  the 


organization  that 
.  _    _n  October  .1919  to  provide  a  voice    for   the  c< 
banking  industry       Since  that  time    the  membership  of  the 
Association  has   grown  to  over  390  commercial  banks  of  all   sises 
that  are  actively  engaged  in  extending  consumer  credit.     Com- 
bined,    the  members  of  the  Association  now  hold  over  65j  of  all 
consumer  credit  outstandings  held  by  commercial  banks.     The 
members'   consumer  credit  outstandings  total  more  than 
•72,000,000,000. 
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aioed  at  ending  loansharking  by  imposing  licencing  and  other 
regulatory  control*  on  creditor*  a*  wall  a*  permitting  higher 
rates  [normally  3*&  per  month  on  S300  or  less)  on  small  loans. 
In  time,  as  this  century's  demand  for  consumer  credit  matured, 
other  exceptions  to  state  usury  limits  were  enacted  to  permit 
new  fores  of  credit  transactions  including  pavnbroking,  credit 
unions  and  retail  instalment  sale  transactions. 

Thus  the  usury  laws  of  the  various  states  are  a  reflection 
of  inconsistent  notion*.   In  part,  they  are  the  current  embodi- 
amit  of  the  ancient  social  and  religious  view  that  landing  is, 
in  itself,  distasteful  and  sinful.   In  part,  by  their  accep- 
tance of  special  treatment  for  small  loan*,  retail  instalment 
•ale  agreements  and  other  credit  transactions  where  the  economic 
risk  exceeded  the  return  permitted  by  the  traditional  usury 
limit,  they  represent  an  acceptance,  albeit  slow  and  grudging, 
of  the  merits  of  the  free  market  system.   In  short,  a  long  and 
multi faceted  background  ha*  given  rise  to  a  patchwork  of  usury 
laws  that  simply  can  no  longer  be  attributed  to  one  central 
historical  justification.  As  a  result  it  is  appropriate  to 
consider  arguments  often  cited  in  support  of  the  continuation 
of  these  artificial  government  price  control*,  keeping  in  mind 
the  moral  implications  about  usury  and  even  lending  it*elf  that 
developed  during  a  vastly  different  time. 

ARGUHEHTS  FOR  THE  COMTimiATIOM  OF  USURY  LAWS 

Viewed  against  this  background,  it  is  important  to  consider 
the  contemporary  viability  of  usury  ceiling*  in  light  of  c 
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market.,  economic  and  social  realities.  Upon  that  review,  it 
becomes  apparent  that  price  control*  —  if  they  ever  served  a 
purpose  —  now  reflect  consumer  protection  concepts  that  are 
1  and  cannot  be  supported  on  either  economic  or  social 


First,  it  1*  essential  to  analyse  the  context  in  which 
this  discussion  should  take  place.  Second,  I  will  identify  and 
refute  the  three  principal  arguments  cited  in  support  of  the 
continuation  of  usury  restrictions. 

1.   The  Context 

The  fundamental  starting  point  In  analyzing  the 
justification  for  usury  ceilings  aust  be  the  basic  American 
concept  of  a  coapetitive  market  operating  within  ■  free  enter- 
prise system.  As  a  general  proposition,  based  on  strongly  held 
and  we 11 -developed  political  and  social  views,  the  American 
economy  has  long  been  characterised  by  the  free  market  operating 
without  government  interference,  except  when  clear  economic  or 
social  justification  can  be  shown  for  that  Intervention. 

Historically,  artificial  price  controls  of  Whatever  character 
have  been  rejected  as  being  an  unacceptable  mechanism  for 
allocating  or  pricing  goods  and  services.  As  a  form  of  price 
control,  usury  limits  fare  no  better  under  contemporary  analysis. 

Two  recent  examples  of  government  intervention  in  money 
matters  make  it  unnecessary  to  speculate  about  whether  non- 
market  mechanisms  are  any  more  desirable  in  this  area  than  in 
any  other.  The  first  involves  attempts  to  replace  the  free 
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market  with  90— ttt— at  restriction*  00  the  Mount  of  interest 
being  paid  bj  financial    institutions.    1  1— imlj    referred  to  as 
Heoulnt.ion  Q.     For  about  the  past  fifteen  /ears,   ijuniis>iit 
control*  on  the  amount  of  interest  payable  to  depositors  nave 
created  an  r/ei-incieuicg  divergence  between  whet  the  law 
permitted  depository  institutions  to  pay  and  a  fair,   market 
return  to  consumer*.     Hot  surprisingly,   the  Market  found  way* 
to  avoid  these  limitation*.     As  described  in  oversight  bearing* 
before  this  Committee  earlier  this  year,   money  market  mutual 
fund*  have  filled  this  gap  and  now  bold  about  S  130  billion. 
Price  control*  calculated  to  "help"  an  induatry  have  contri- 
buted significantly  to  it*  current  problems.     There  ia  no 
reason  to  believe  that  government  control*  on  amounts  of  inter- 
eat  paid  to  financial  institution*  rather  than  bj  them  are  any 
more  effective  or  efficient  at  meeting  their  stated  objective*. 

A  second  example  is  provided  by  the  piecemeal  effort*  — 
at  both  the  *t ate  and  federal  level*  —  to  deregulate  price 
control*  on  money  by  lifting  or  changing  seme  but  not  all  usury 
ceiling*.     Under  the  Depository  Institution*  Deregulation  and 
Monetary  Control  Act,    for  instance,   mortgage  lending  and  busi- 
ness and  agricultural  credit  were  afforded  different  treatment 
from  that  given  to  general  consumer  credit.     Can  there  be  amy 
serious  doubt  but  that  creditor*  in  low  rat*  environments  would 
seek  to  make  profitable  loan*  in  theae  area*  rather  than  unpro- 
fitable loan*  in  area*  subject  to  more  severe  ceilings?     This 
inevitable  channeling  of  fund*  —  regardless  of  the  preference* 
of  the  consumer  a*  to  what  he  or  *be  want*  to  use  credit  for  — 
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is  descriptive  of  credit  allocation  not  by  the  market  but  by 
arbitrary  govomm«ntal  rate  ceilings. 

Once  again,  it  cannot  be  overemphasized  that  usury  lawn 
are  nothing  more  than  price  controls  that  impose  specific 
limitations  on  the  price  (reflected  as  interest  or  a  time-price 
differential)  paid  for  a  specific  commodity  (the  use  of  money). 
As  with  all  such  artificial  governmental  controls,  the  American 
experience  has  indicated  that  they  are  simply  inefficient  and 
unfair  and  produce  inappropriate  social  and  economic  dislocations. 

There  is  clear  evidence  that  these  disruptions  nave  been 
produced  by  usury  laws.  An  illustrative  economic  inefficiency 
is  that  lenders  and  other  creditors  sre  unsble  to  charge  prices 
for  credit  services  that  are  commensurate  with  their  costs. 
Since  these  entities,  in  order  to  survive,  must  operate  at  a 
profit,  such  unprofitable  transactions  smst  be  subsidized 
through  rates  charged  on  other  transactions.   The  matrix  of 
usury  laws  and  pricing  restrictions  creates  a  series  of  subsidies 
and  dislocations  —  including  cash  purchasers  subsidising  more 
affluent  credit  purchasers,  and  credit  card  users  who  use  and 
pay  for  credit  as  opposed  to  convenience  users  who  do  not  pay 
for  a  very  valuable  payment  mechanism.  As  a  result  of  these 
controls  and  restrictions,  the  cost  to  some  consumers  is  too 
low,  while  that  to  others  is  too  high. 

In  addition,  the  diversion  and  curtailment  of  credit  can 
cause  economic  harm  at  a  more  general  level.  For  example,  a 
1977  study  of  the  Tennessee  economy  estimated  thai,  the  stats 
usury  ceiling  caused  an  annual  loss  in  output  of  S150  million 
and  the  loss  of  7,000  jobs. 
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other  exaaples  of  the  substantial  and  adverse  impacts  of 
uaury  lawn  on  the  economy  as  a  whole  are  shown  by  the  esperi- 
ence  of  two  najor  banlui  located  in  the  state  Of  Maryland. 
During  the  past  18  months,  one  bank  has  reduced  its  installment 
credit  portfolio  by  nearly  S80.00Q,  a  decrease  of  alsoot  30%. 
One  result  of  this  dramatic  change  forced  by  atate  uaury  laws 
was  that  27  positions  —  affecting  about  20%  of  the  personnel 
handling  this  type  of  loan  —  were  eliminated. 

In  the  case  of  a  second  bank,  during  the  past  15  Booths  in 
response  to  the  increase  in  cost  of  funds  and  to  state  usury 
limitations,  the  bank  reduced  ita  consumer  credit  portfolio  by 
8200  Million.  That  constitutes  a  reduction  of  25%  of  the  total 
portfolio  previously  held  by  the  bank.  One  of  the  direct 
results  of  this  has  been  a  reduction  of  115  employees  operating 
in  that  area,  approximately  25%  of  the  total  number  of  employeea 
involved  in  consumer  credit.   The  impacts  are  substantial  and 
they  are  real. 

In  addition  to  these  economic  disruptions,  usury  laws  have 
given  rise  to  geographical  dislocations  based  on  rational 
business  decisions  with  respect  to  usury  ceilings.  As  should 
be  expected  in  a  highly  mobile  society,  recent  changes  in 
certain  states'  usury  laws  have  produced  positive  responses 
from  financial  institutions  large  enough  to  deal  with  the 
substantial  capital  and  set-up  costs  to  move  to  these  more 
favorable  regulatory  environments  in  order  to  provide  services 
to  custoaers  and  potential  customers  - 

In  the  case  of  my  own  bank,  we  aade  a  decision  to  locate 
in  the  state  of  Delaware  in  order  to  operate  in  a  rate  climate 
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that  would  allow  us  to  offer  erodlt  programs  to  potential 
customers  at  rataa  that  wora  consistent  with  our  coats.  As  has 
bean  reported  in  the  madia,  our  approach  la  not  unique.  A 
number  of  other  institutions  facing  usury  ceilings  have  simply 
moved  to  avoid  the*. 

Among  the  factors  conaidered  by  those  involved  in  thess 
activitiea  is  the  ability  to  plan  for  future  development  and 
expulsion  in  light  of  uncertain  or  shifting  state  rate  decisions. 
Although  temporary  relief  hes  bean  provided  in  sobs  ststss 
including  Mew  York,  it  generally  ia  not  permanent  and  provides 
little  baais  for  extensive  future  planning  when  the  law  affect- 
ing a  major  pricing  issue  reasin*  in  flux. 

In  short,  the  disruptions  caused  by  governmental  inter- 
ference provide  clear  evidence  that  the  general  free  market 
approach  that  characterisea  virtually  all  other  segments  of  the 
American  economy  should  apply  equally  to  credit.   If,  contrary 
to  this  general  rule,  credit  is  to  be  afforded  unique  treat- 
sent,  there  must  be  a  clear  justification  for  the  continuation 
of  price  controls  in  the  fora  of  usury  statutes.  As  the  follow- 
ing discussion  will  demonstrate,  however,  no  such  justificetion 
now  exists. 

2.   The  Arguments  Presented 

Three  general  arguments  are  used  to  support  usury 
laws.  The  first  is  that  there  is  no  effective  competition  in 
the  credit  industry,  so  that  the  termination  of  usury  ceilings 
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would  reault  in  radically  high  credit  costs,  the  second  juatl- 
ficatlon  la  tha  fear  that  consumers  ara  generally  unsophisti- 
cated In  cradlt  matters  and,  therefore,  ara  unaware  of  credit 
coata.  This  lack  of  sophistication,  reflected  by  unawarenesa 
of  credit  costs,  it  ia  argued,  will  permit  creditors  to  chargs 
vary  high  rates  of  interest  if  usury  ceilings  are  eliminated. 
A  third  justification  for  the  continuation  of  usury  ceilings  is 
that  the  limitation  on  the  availability  of  credit,  which  is 
cauaed  by  usury  limits,  is  a  good  social  result  since  it  pre- 
vents consumers  from  "overextension"  and  saves  them  from  the 
inevitable  economic  and  social  disruptions  cauaed  by  over- 
extensions, including  litigation,  forecloaurea,  bankruptcies 
and  the  like. 

All  of  thee*  Justifications  for  interest  rata  ceilings  are 
based  on  (insupportable  factual  pramiaes  and  none  of  tha  justi- 
fications has  any  relationship  to  contemporary  American  society. 
A.  The  Market  Is  Mot  Monopolistic.   There  simply  is 
no  support  for  the  assertion  that  the  credit  industry  is  mono- 
polistic. The  credit  market  is  composed  of  an  enormously  large 
number  of  sources  of  credit.  The  new  short-term  lending  pro- 
grama  being  undertaken  by  credit  unions,  savings  and  loan 
associations  and  savings  banks  will  cause  a  significant  addi- 
tion to  the  aupply  side  of  the  lending  equation.  Aa  a  general 
matter,  competition  ia  being  affected  favorably  by  a  developing 
cradlt  industry.  The  Federal  Reserve  Board  studied  a  number  of 
firms  and  the  degree  of  concentration  in  213  Standard  Metro- 
politan statistical  Areas  and  233  county  markets  between  1966 
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and  1975.  The  conclusion  reached  by  the  Board  was  that  more 
markets  experienced  atructural  changes  that  enhanced  compe- 
tition than  change*  that  reduced  it. 

Competition  In  the  credit  industry  can  also  be  shown  by 
looking  at  the  experience  in  states  with  no  usury  limits  or 
with  very  high  usury  limits.   In  California,  where,  in  effect, 
banks  are  not  subject  to  usury  limits,  there  is  simply  no 
evidence  that  creditors  are  reaping  unusually  high  rates  of 
return.  The  National  commission  on  Consumer  Finance  confirmed 
earlier  studies  that  actual  rate*  tend  to  fall  below  the  maximum 
usury  rate*  when  these  maximum  rate  limits  were  in  excess  of 
the  effective  cost  of  providing  "lendable"  funds.  Thus,  from 
both  a  atructural  point  of  view  and  from  an  historical  review 
of  the  experience  in  states  not  having  usury  limits,  we  find 
substantial  evidence  to  indicate  that  the  credit  industry  is 
competitive-  Although  the  current  existence  of  usury  limits 
that  are  Bet  below  market  rates  create*  the  current  situation 
where  many  creditors  are  charging  the  same  rates,  it  i*  hardly 
fair  for  those  favoring  usury  limits  to  employ  a  principal 
symptom  of  these  limits,  namely  the  existence  of  identical 
rates  throughout  the  industry  in  a  given  state,  as  a  reason  for 
the  continuation  of  the  limits. 

Recent  experience  in  my  state  of  New  York  confirm*  the 
existence  of  a  competitive  market.  New  York  has  adopted  a 
temporary  and  limited  lifting  of  interest  rates.  The  early 
response,  as  documented  by  the  New  York  State  Banking  Depart- 
ment,  is  that  the  market  is  providing  consumers  with  more 


3,0,i,zeab,GOOglC 


credit  and  that  a  ui.de  range  of  intercut  rates  and  fees  are 
being  charged  by  lenders.  These  variations,  hardly  character- 
istic of  a  monopolistic  situation,  were  found  to  present  consumers 
with  alternative  choices  which  can  be  identified  through  credit 
shopping. 

Moreover,  in  analyzing  competition,  it  is  important  to 
emphasize  the  anticompetitive  impact  of  usury  law*.  The  con- 
tinued existence  of  usury  laws  discourages  even  sore  compe- 
titors from  entering  the  credit  market  and  Bay,  therefore, 
encourage  concentration.   It  is  obvious  that  potential  new 
entrants  have  little  incentive  to  coapete  in  the  credit  market 
when  the  rates  they  can  charge  are  limited  by  artificial, 
governmental ly  imposed  ceilings,  while  many  of  their  costs  are 
dictated  by  an  unregulated  free  market.  That  is  particularly 
true  since  many  of  these  credit  programs  involve  substantial 
start-up  costs  which  must  be  recouped  before  even  considering 
the  question  of  ongoing  profitability,   in  the  current  economic 
situation,  potential  market  entrants  face  a  high  risk,  small 
gain  potential,  due,  in  large  part,  to  the  existence  of  usury 
restrictions. 

The  conclusion  that  usury  ceilings  deter  new  entry  into 
the  credit  market  way  reconfirmed  once  more  just  over  a  year 
ago  in  the  final  report  of  the  Interagency  Task  Force  on  Thrift 
institution*.  That  Task  Force,  established  in  the  Depository 
Institutions  Deregulation  and  Monetary  control  Act,  analyzed 
the  impact  of  usury  laws  on  the  participation  of  thrifts  in 
more  diverse  consumer  lending  markets.   It  concluded  that  these 
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ceilings  discourage,  if  not  prevent,  diversification.   It  seems 
to  be  of  little  use  to  provide  institutions  with  expanded 
powers  If  usury  limits  effectively  prevent  their  use. 

Furthermore,  in  so=e  credit  areas  usury  laws,  and  efforts 
at  avoiding  them,  say  actually  lead  to  greater  market  concen- 
tration,  in  the  credit  card  area,  for  instance,  some  financial 
institutions  in  states  with  no  or  very  high  rate  ceilings  —  or 
having  the  economic  resources  to  move  to  those  states  —  are 
purchasing  the  portfolios  and  programs  of  creditors  that  are 
located  in  low  interest  ceiling  states.  The  purchasing  insti- 
tutions then  market  their  programs  into  the  low-rate  states  at 
rates  set  by  the  market  that  reflect  their  real  costs.  One  of 
the  results  of  these  activities  ~  which  merely  reflect  the 
logical  workings  of  a  free  market  ~  is  to  reduce  the  number  of 
competitors  participating  in  these  programs  and,  of  course, 
consumers  end  up  paying  a  market  rate.  While,  of  course,  that 
does  not  suggeat  the  building  of  a  monopoly,  it  is  nonetheless 
somewhat  troublesome  from  the  perspectives  both  of  possible 
coepetitive  impact  and  the  political  and  social  desirability  of 
local  control  over  these  credit  activities. 

In  short,  the  market  is  already  extremely  competitive,  and 
we  believe  that  competition  would  be  enhanced  even  further  if 
usury  laws  were  set  aside. 

B.   Consumers  Have  A  High  Level  Of  Credit  Cost 
Awareness.  The  argument  that  consumers  are  unaware  of  credit 
costs  flies  directly  in  the  face  of  extensive  private  and 
governmental  studies  indicating  that  the  literally  millions  of 
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dollars  sprat  by  the  credit  industry  on  Truth  in  Leading  dis- 
closure activity  have  produced  result*.   One  ■tody  of  bank 
credit  card  users  found  that  for  every  100  respondents  in  1969 
who  did  Dot  know  the  annual  percentage  rate,  only  SO  bad  a 
sinilar  response  15  mouth*  after  toe  Truth  in  Lending  Act 
be cane  effective.  This  level  of  awareness  has  continued  to 
grow.   In  a  197S  study  of  the  awareness  of  the  annual  per- 
centage rate  in  connection  with  revolving  credit,  one  researcher 
found  a  56. 7X  awareness  rate  for  the  total  sasple.  A  1978 
study  of  California  bank  cardholders  found  that  almost  801  of 
the  sample  knew  the  annual  percentage  rate.   In  a  study  con- 
ducted by  the  Federal  Reserve  Board,  it  was  found  that,  between 
1969  and  1977,  the  awareness  of  closed-end  credit  annual  per- 
centage rates  increased  froa  14. S*-  to  54 -ST,.   Awareness  of 
rates  for  bank  credit  cards  during  the  *i*w  period  increased 
dramatically  froa  26.6%  to  71. 3%.      without  question,  these 
levels  of  awareness  are  adequate  to  assure  rate  coapetition 
among  credit  grantors. 

C.  Consumers  Are  Wot  Overextended.  The  final  argu- 
ment used  in  support  of  usury  limitations  is  that  such  limita- 
tions save  consumers  froa  overs* tending  themselves.  This  "non- 
economic*  argument  for  the  continuation  of  usury  ceilings  is 
really  just  the  current  version  of  the  traditional  social  and 
religious  view  of  interest  and  lending  itaelf  as  being  evil. 
The  argument  that  consumers  have  insatiable  credit  appetites 
that  are  being  held  in  check  by  usury  limitations  is  not  sup- 
ported by  any  empirical  data.   Indeed,  this  argument  has  been 
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refuted  by  studies  that  show  that  the  growth  of  credit  out- 
standings ia  basically  similar  to  the  rate  of  inflation.  The 
fact  that  consumers  are  not  "overborrowing"  has  also  been  shown 
by  private  studies  that  have  used  a  variety  of  income  statement 
and  balance  sheet  approaches. 

In  ii i us— ii i j .  Mr.  Chairman,  the  three  bases  cited  for  the 
continuation  of  usury  laws  are  simply  without  foundation  in 
today's  society.  As  in  other  attempts  at  placing  economic 
controls  on  our  economy,  govern.ient.nl  price  controls  do  not 
produce  benefits  to  the  market  or  those  it  serves. 

USUHV  ACTUALLY  BASKS   THE  CONSUMERS  IT  IS  SAID  TO  HELP 

Hot  only  do  these  artificial  price  controls  fail  to  pro- 
duce positive  benefits,  but  they  actually  damage  both  the 
economy  and  the  very  consumers  they  are  said  to  protect.  For 
example,  usury  laws  severely  limit  the  availability  of  credit 
when  the  market  rate  for  money  exceeds  the  maximum  rate  set  by 
the  states.  Testimony  presented  before  the  full  Senate  Banking 
Committee  earlier  this  year  demonstrates  this  problem. 

A  banker  from  Massachusetts  testified  that  the  maximum 
rate  obtainable  under  Massachusetts  law  for  open-end  credit 
plans  is  18%  on  the  first  8500  of  the  finance  charge  balance 
and  12%  on  the  finance  charge  balance  over  $500.  That  works 
out  to  an  effective  rat*  of  return  of  12.33%  for  a  customer 
with  a  $9,000  debt.  Obviously,  this  rate  of  return  is  not 
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profitable  given  today's  coats  of  obtaining  soney  (the  cost  of 
funds  for  that  banker'*  consumer  landing  area  was  1T.S3X  foe 
the  first  guarter  of  1981). 

The  probles  is  not  that  of  on*  bank  alone.  Recent  studies 
of  major  banks  in  Massachusetts  provided  vivid  evidence  of  the 
problem  produced  by  usury  laws.  Two  consecutive  studies  of 
the  bank  card  experience  in  Massachusetts  were  conducted  by  the 
highly  respected  firs  of  Feat,  Marwick,  Mitchell  &  Co.  lbs 
studies  analysed  bank  credit  card  operations  in  1979,  before 
the  draaatic  increase  in  cost  of  funds  took  place,  and  again  in 
196*0.  While  the  1979  study  revealed  heavy  loaaea  by  banks  in 
their  credit  card  operations,  it  is  abundantly  clear  that  the 
rising  cost  of  funds  has  been  the  chief  cause  of  even  sore 
unprofitable  results  in  1980. 

The  studies  revealed  that  the  banks  surveyed  in  1979 
lost  S13.74  on  each  credit  card  account.  By  1980,  that  anount 
had  increased  to  $19.67.  On  a  transaction  basis,  each  time   a 
consumer  used  his  or  tier  bank  credit  card  in  1979,  the  bank 
loet  Si  cents.   In  1980,  the  bants  lost  $1.Z3  on  each  credit 


card  transaction.  In  1979,  the  aeven  banks  surveyed  suffered  ■ 
net  before  tax  loss  of  $15  Billion  on  their  credit  card  opera- 
tions. The  I960  figures  showed  a  total  loss  of  $20.5  Bullion, 
despite  the  imposition  of  Membership  fees  by  six  of  the  seven 
banks  surveyed  which  brought  in  $3.9  Million  in  new  revenues. 
The  cost  of  funds  needed  to  support  the  outstanding  balances 
rose  fro>  $36  million  in  1979  to  $45.4  Million  in  19S0.  Thus, 
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the  overall  loss  was  not  due  to  unique  circumstances  faced  by 
any  one  of  the  banks  surveyed.   In  fact,  each  of  the  banks 
surveyed  has  a  loss  on  its  bank  credit  card  program. 

Given  the  cost  calculation!  reflected  in  these  studies,  in 
order  for  the  banks  to  break  even,  their  cost  of  funds  would 
have  had  to  be  6.68  percent  in  1979,  and  1.1   percent  in  1980. 
That  point  —  which  does  not  include  any  profit  or  return  — 
reflect*  cost  of  funds  levels  that  have  not  been  available  for 
■  <w  tie*. 

Due  to  the  value  of  these  programs  to  their  customers  and 
to  the  bank's  overall  service  package,  many  banks  have  con- 
tinued to  offer  these  programs.  However,  aa  these  figures 
demonstrate,  this  simply  cannot  continue  indefinitely.  The 
losses  being  sustained  in  this  area  are  obviously  being  passed 
on  to  consumers  of  other  credit  and  noncredit  bank  services, 
creating  yet  another  economic  subsidy.  Quite  clearly  —  in 
view  of  the  current  coat  of  fund*  and  the  governmental ly- limited 
price*  on  credit  service*  —  many  bank*  facing  this  situation 
will  have  to  reduce  credit  availability  and  will  ultimately  be 
forced  to  terminate  this  form  of  open-end  credit  plan. 
(Parenthetically,  it  i*  particularly  troubling  to  our  industry 
that  the  customer  who  obtains  a  1.2.331  loan  from  that  Massachusetts 
banker,  a  rate  Mandated  by  state  law,  can  today  earn  about  16% 
in  a  Merrill  Lynch  cash  management  account,  which  has  a  plastic 
card  access  feature.) 

The  reduction  in  available  credit  is  not  limited  to  open- 
end  credit.  As  a  direct  result  of  usury  limitation*,  one  major 
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Pennsylvania  bank  haa  reduced  installnent  loans  by  almost  31% 
between  1978  and  1980.  During  the  same  period,  by  the  way, 
that  bank  bad  to  respond  to  usury  Units  by  reducing  the  number 
of  new  open-end  accounts  by  alnost  50%. 

The  first  consuserB  injured  by  the  reduction  in  the  supply 
of  credit,  which  is  caused  by  usury  linitatlons,  are  the  less 
affluent.   Since  the  economic  return  of  creditors  is  in  large 
neasure  based  on  the  risks  of  repayment,  any  reduction  in  the 
supply  of  money  for  lending  will  cause  creditors  to  lower  their 
risk  factors  for  the  funds  actually  lent.  Accordingly,  those 
conaunera  with  lower  credit  ratings,  lower  incomes  and  a  higher 
incidence  of  unemployment  will  alnost  certainly  be  the  first  to 
be  excluded  frost  the  credit  pool.  Absent  a  conclusion  that 
deprivation  is  the  equivalent  of  protection  (an  argument  described 
and  refuted  earlier  in  our  testimony),  the  end  result  is  that 
those  who  are  the  intended  beneficiaries  of  usury  laws  are,  in 
fact,  the  consumers  most  adversely  affected  by  then. 

FEDERAL  RELIEF  IS  APPROPRIATE 


For  all  of  the  reasons  briefly  set  out  above,  the  Asso- 
ciation believes  that  the  tine  for  usury  relief  is  now  and  that 
it  is  appropriate  --  in  fact,  essential  —  that  It  be  provided 
at  the  federal  level.  We  respectfully  urge  that  Congress  take 
immediate  action  on  this  urgent  problem. 

We  recognize  that  our  suggested  solution  for  this  problem, 
namely  the  federal  preemption  of  state  usury  laws,  will  cause 
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:  thone  who  favor  the  continuation  of  the  prerogative* 
of  state  government.  Although  moat  usury  lava  have  been  enacted 
at  the  state  level,  there  axe  nany  reasons  for  suggesting  that 
federal  relief  is  both  appropriate  and  necessary.   We  think 
that  the  following  factors  particularly  recommend  Congressional 


1.  The  continuation  of  usury  limitations  has  an 
important  adverse  impact  on  the  national  economy. 

2.  Congress  has  not  abandoned  this  area  of  law  to 
the  states  but  rather  has  maintained  an  active  involvement  in 
the  field.  AG  a  particularly  important  example,  the  cost  of 
the  funds  used  foe  lending  is,  in  large  measure,  the  result  of 
federal  activity. 

3.  The  need  for  immediate  uniform  relief  can  only  be 
met  by  Congress. 

1-  The  negative  Impact  On  The  National  Economy 

As  indicated  earlier  in  our  testimony,  the  most  pre- 
dictable result  produced  by  state  credit  coat  ceilings  that  are 
below  market  rates  is  the  unavailability  of  credit.   If  the 
action  of  the  legislature  of  any  given  state  would  injure  only 
the  residents  of  that  state,  then  we  would  see  some  merit  in 
treating  the  problem  at  the  state  level.   It  is  impossible, 
however,  to  limit  the  damage  done  by  usury  limits  to  the  geo- 
graphical boundaries  of  any  state. 

The  obvious  result*  of  artificially  set  interest  limits 
are  homes  unbuilt,  automobiles  not  purchased,  home  improvements 
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delayed,  vacations  forgotten  and  education  plans  revised.   In  a 
very  real  sense,  the  persons  injured  by  the  usury  liaiits  of  Haw 
York,  Cor  example,  axe  the  workers  and  stockholders  of  indus- 
tries whose  demand  is  cut  by  the  reduction  in  credit  avail- 
ability. Without  question,  the  snail  business  operator  in 
Texas,  the  ski  area  owner  in  Utah,  the  Baker  of  aluminum  siding 
in  Indiana,  the  auto  worker  in  Detroit,  the  farmer  In  Illinois 
and  the  airline  pilot  in  Hartford  can  all  be  injured  by  the 
interest  rate  decisions  made  by  the  state  legislature  of  New 
York.  Those  problems  mean  that  even  states  that  have  acted  to 
change  their  rate  ceiling*  are  directly  affected  by  the  usury 
problems  of  other  states.  To  fail  to  see  interest  ceilings  as 
a  federal  problea  is  to  lose  touch  with  the  reality  that  credit 
flows  through  and  directly  affects  a  national  economic  syateai 
that  operates  without  regard  to  political  boundaries. 

In  addition  to  these  goods  and  services  "export"  problems, 
the  citizens  of  all  states  are  affected  by  the  usury  laws  of 
other  states  due  to  the  relationship  between  credit  coats  and 
the  cash  prices  of  various  goods  and  services.  When  a  national 
creditor  is  forced  to  subsidize  credit  costs  in  some  part  of 
the  country,  those  costs  inevitably  will  become  part  of  the 
cost  of  the  goods  being  sold.  Those  higher  costs  will  be  paid 
by  all  consumers,  not  just  those  in  the  state  that  is  experi- 
encing the  usury  rate  problem. 

It  is  also  important  to  recognize,  both  in  regard  to  these 
national  subsidies  and  to  the  shape  of  the  affected  industry, 
that  the  credit  industry  is  itself  fast  becoming  a  national 
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industry.  The  nationwide  marketing  of  bank  credit  cards,  toe 
national  presence  of  General  Motors  Acceptance  Corporation, 
Sears,  and  J.C.  Penney,  and  the  daily  presence  of  American 
Express  advertisements  all  suggest  that  consumer  credit  is  a 
national  resource.   It  is  simply  unrealistic  at  this  stags  to 
suggest  that  creditors  who  sell  their  product  (the  availability 
of  funds}  on  a  nationwide  basis  must  stay  alert  to  and  care- 
fully follow  the  patchwork  of  state  usury  laws  that  govern 
consumer  credit  trans actiona .  It  seems  Inconceivable  that 
anyone  would  advocate  that  states  should  be  allowed  to  impose 
price  controls  on  other  commodities  that  flow  in  interstate 


2.  Federal  Participation  In  Usury  Has  Been  Substantial  And  Longstanding. 

A.  Federal  Involvement  Has  Extensive  Precedent. 
Although  there  has  been  substantial  state  involvement  in  the 
establishment  and  maintenance  of  usury  ceilings,  it  is  simply 
inaccurate  to  view  usury  as  a  state  prerogative  that  has  bean 
untouched  by  federal  law.   The  federal  government  has  been 
involved  in  usury  matters  for  many  years.  Under  existing 
federal  law,  state  usury  laws  for  certain  types  of  credit 
transactions  have  been  totally  displaced  and  state  usury  laws 
relating  to  all  types  of  transactions  have  been  preempted  (at 
least  to  some  extent)  for  federally  chartered  and  federally 
insured  financial  institutions. 
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Foe  almost  half  a  century,  national  banks  have  had  a  per- 
inun  usury  ceiling  in  connection  with  all  loans.   In 
1933,  Congress  established  a  permitted  interest  rate  ceiling 
for  national  banks  that  was  tied  to  the  federal  Reserve  Board's 
discount  rate.   State  usury  laws  that  were  below  the  estab- 
lished level  of  1%  over  the  prevailing  discount  rate  were 
preenpted. 

The  recognition  of  usury  as  a  national  concern  has  also 
been  reflected  in  aore  recent  legislative  activity.  In  response 
to  specific  problsas  resulting  from  10%  usury  Units  (imposed 
by  state  constitution*  in  Arkansas  and  Tennessee  and  by  statute 
in  Montana),  Congress  provided  for  limited  federal  preemption 
for  the  period  from  October  29,  1974  to  July  1,  1977.  (Act  of 

October  29,  1974,  Pub.  L.,  Ho.  93-501,  88  Stat.  1557  (1973).] 
Similar  relief  as  to  specific  types  of  credit  was  sought  and 
obtained  in  1979,  as  costs  of  funds  increased  dramatically. 
The  interim  legislation  affecting  mortgage  loans  and  large 
business  and  agricultural  loans  was  adopted  on  December  20,  1979. 
[Act  of  December  28,  1979,  Pub.  L. ,  Ho.  96-161  (1979).] 

Shortly  after  this  interim  legislation  was  adopted.  Congress 
passed  a  more  durable  measure  that  preempted  usury  limits  at 
least  partially  in  three  areas.   [Act  of  March  31,  1980,  Pub. 
L. ,  Ho.  96-221  (1980).}  This  legislation,  part  of  the  Deposi- 
tory Institutions  Deregulation  and  Monetary  Control  Act, 
state  usury  laws  that  limit  the  rate  or  amount  of  interest, 
discount  points  and  finance  charges  that  may  be  charged  in 
connection  with  real  estate  mortgages  and  —  if  the  contract 
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"»»«•»'—  specified  provisions  —  the  financing  of  manufactured 
hnoaing.  inclnding  Mobile  he— .   States  Bay,  of  course,  reimpoa* 
their  own  usury  ceilings  within  a  three-year  period  and  several 
nave  already  dona  so.   It  also  pruajti  for  three  years  state 
lava  in  connection  with  business  and  agricultural  loans  of  sore 
than  $25,000  (an  aaount  that  was  later  reduced  to  SI, 000). 
This  in  niit  Inn  r— aim  subject  to  an  overall  rate  limitation 
of  5%  over  the  Federal  Reserve's  discount  rate,  including  any 
Enrchage  then  in  effect.  Finally,  the  1980  legislation  pro- 
vides for  the  preemption  of  state  usury  laws  for  all  loans  made 
by  state-chartered,  federally  insured  institutions,  subject  to 
a  ceiling  of  IX  above  the  Federal  Reserve's  discount  rate 
(placing  then  on  a  par  with  national  banks). 

These  federal  preemption  provisions  give  strong  evidence, 
not  only  of  federal  involvement  in  the  usury  area,  but  also  of 
the  fact  that  Congressional  scrutiny  of  state  uaury  ceilings 
has  resulted  in  their  being  overridden.  Thus,  the  Action  our 
Association  recommends  has  solid  Congressional  precedent. 

B.  Other  Federal  Regulatory  Actions  Have  Affected 
The  Impact  Of  Usury  Laws-   In  addition  to  its  direct  partici- 
pation in  setting  or  totally  lifting  uaury  ceilings,  the  federal 
government  has  played  a  substantial  role  in  those  factor*  that 
magnify  the  economic  and  social  obsolescence  of  usury  limits. 

During  the  past  decade.  Congress  has  passed  a  virtual 
avalanche  of  new  laws  affecting  creditors,  many  of  which  are 
implemented  through  complex  regulations.  These  federal  laws. 
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in  cont.  cues  preempting  state  lira,  reflected  federal  deci- 
sion* about  the  need  for  and  appropriate  level  of  consumer 
protection. 

This  extensive  participation  of  Congress  in  the  credit 
industry  has  resulted  in  a  direct  shifting  of  responsibilities 
and  cost*  between  consumers  and  creditors,  and  to  varying 
degrees  has  impound  substantial  cost*  on  creditors.  A  long 
list  of  consumer  credit  provisons  can  be  cited,  including: 

Truth  in  Lending  Act 

Truth  in  Lending  Siaplification  and  Reform  Act 

Fair  Credit  Reporting  Act 

Fair  Credit  Billing  Act 

Equal  Credit  Opportunity  Act 

Fair  Debt  collection  Practice*  Act 

Electronic  Fund  Transfer  Act 

Hone  Mortgage  Disclosure  Act 

Real  Estate  Settlement  Procedures  Act 

Fair  Housing  Act 

Flood  Disaster  Protection  Act  of  1973 

Community  Reinvestment  Act 

Interstate  Land  Sales  Full  Disclosure  Act 

Right  to  Financial  Privacy  Act  of  1976 
Each  of  the  foregoing  acts  has  imposed  certain  duties  and 
obligations  on  creditors.   In  an  attempt  to  enhance  the  posi- 
tion and  rights  of  consumers,  all  of  these  changes  have  involved 
at  least  some  costs.   For  example,  one  Federal  Reserve  atudy 


3,0,i,zeab,GOOglC 


estimated  that  the  cost  of  implementing  Regulation  B,  promul- 
gated under  the  Equal  Credit  Opportunity  Act,  would  coat  credi- 
tor! $294  Billion. 

Although  reasonable  minds  Bay  differ  aa  to  the  Magnitude 
of  thoae  coat*,  it  Kenan  intuitively  clear  that  consumer  credit 
regulation  has  added  to  the  coat  of  credit.  Indeed,  in  aany 
instances  the  additional  costs  have  been  acknowledged  by  the 
proponents,  but  the  Congressional  judgment  has  been  that  the 
increased  protections  to  consumers  are  worth  the  resulting 


In  short,  the  advent  of  a  wide  array  of  federal  statutory 
and  regulatory  duties,  limitations  and  prohibitions  has  created 
costs  that  creditor*  are  often  unable  to  recover  through  higher 
interest  prices  because  those  price*  are  United  by  state  usury 

C.  The  Federal  Role  In  Regulating  —  And  wow 
Deregulating  —  The  Coat  Of  Funds  Baa  Directly  Affected  Credit 
coita.    An  additional,  and  very  important,  factor  in  con- 
sidering the  federal  role  in  the  usury  law  question  involves 
the  impending  deregulation  of  a  najor  portion  of  a  bank  credi- 
tor's cost  of  doing  business,  the  cost  of  funds.   Since  the 
early  1930s,  the  rate*  paid  by  financial  institution*  on  depo- 
sits have  been  regulated  by  the  federal  government.  These  rate 
limits  have  had  their  principal  impact  since  1966,  when  these 
ceilings  had  the  effect  of  differentiating  maximum  permissible 
rates  among  different  types  of  depository  institutions  and  of 
artificially  reducing  the  cost  of  fund*  to  bank  creditor*. 
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The  6-yfl«  phase  out  of  Regulation  Q   and  the  introduction 
of  NOW  accounts  aa  a  national  product  were  both  provided  in  the 
1980  Deregulation  Act.  Pursuant  to  that  statute,  just  last 
week  the  Depository  Institutions  Deregulation  Committee  published 
a  final  regulation  that  spells  out  in  timetable  fashion  the 
denise  of  remaining  rate  limits  on  deposits .  The  regulations, 
which  will  be  effective  August  1,  1981,  deregulate  interest 
rate  ceilings  according  to  the  maturity  of  the  deposit.  Under 
the  regulation,  interest  rate  ceilings  on  various  maturities 
will  be  eliminated  in  accordance  with  a  fixed  deregulation 
schedule  that  will  first  deregulate  longer  tern  tine  deposits 
on  August  1,  1981  and  will  remove  all  deposit  rate  ceilings  by 
August  1,  1985.  Clearly,  the  increased  rates  that  banks  will 
pay  to  their  depositors  will  further  increase  their  cost  of 

This  action  removes  the  finsl  vestige  of  the  federal 
government's  longstanding  role  of  reducing  coats  of  funds  for 
deposit- taking  creditors.  Thus,  the  federsl  government,  par- 
ticularly by  actions  taken  in  the  1930s,  1980  and  this  year, 
has  had  s  significant  impact  on  the  coat  of  funds  used  for 
credit  extensions. 

The  federal  government  plays  a  unique  and  fundamental  role 
in  the  cost  of  lending  transactions.  This  cost  side  is  directly 
related  to  the  interest  prices  that  must  be  charged  on  loans. 
It  is  simply  illogical  to  ignore  thi«  substantial  federal 
involvement  when  considering  the  pricing  side  that  now  remains 
subject  to  state  law. 
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D.   Conclusion:  The  Federal  Bole  In  U»ury  Baa  Been 
Substantial.  The  response  to  the  argument  that  usury  law*  ware 
and  remain  the  appropriate  and  exclusive  province  of  the  state 
is  that  this  suggestion  is  simply  factually  inaccurate.  Both 
direct  and  indirect  involvement  of  the  federal  government  have 
existed  for  almost  half  a  century,  a  trend  that  has  accelerated 
rapidly  in  the  past  decade.   In  the  limited  displacement  of 
state  usury  ceilings,  the  imposition  of  new  responsibilities 
that  produce  costs,  and  the  participation  in  setting  —  and 
then  deregulating  —  maximum  deposit  rates  that  affect  directly 
the  costs  involved  in  lending,  the  federal  presence  in  the 
usury  area  is  established  and  apparent.   It  is  neither  improper 
nor  inappropriate  for  the  federal  government  to  recognize  the 
effects  of  its  cost-generating  activities  by  also  dealing  with 
the  pricing  side  of  the  equation  it  has  devised. 

3.  Tiwely.  Uniform  Relief  Is  Afforded  Only  At  The  Federal  Level. 
Moreover,  Kr.  Chairman,  only  federal  legislation  ia  capable 
of  producing  the  rapid  response  needed  to  provide  relief  from 
archaic  state  usury  laws.  The  alternative  is  a  gradual  series 
of  state  legislative  pronouncements  that  might  be  adopted  and, 
even  then,  only  after  extended  discussion  and  debate  that 
doubtless  will  produce  a  broad  array  of  different  types  of 
provisions.   Insofar  as  there  has  been  a  state  response,  in 
many  cases  only  temporary  relief  has  been  provided.   In  my  own 
stste  of  Hew  York,  the  legislation  expires  in  1983  and  loans 
under  $2.5  million  could  once  again  be  subject  to  usury  ceilings. 
Multiple  diverse  rules,  many  only  of  brief  duration,  adopted 
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over  •   span  of  y«n   Slaply  "ill  not  I 

a—dai  pitmrtrf  toy  the  drmmtie  market   force!   that  operate  st  ■ 

actional  level. 

In  viw  of  today's  national  credit  aarket.  a  sute-by-ctate 
niacaMasl  approach  simply  mil  net  work.  HulU-Ktate  creditors 
cannot  operate  efficiently  being  subject  to  a  constantly  rtiangj-ng 

patchwork  of  rat*  ceilings.     Planning  effort*  nave  I m 

neaningles*  since  predicting  the  duration  and  nature  of  the 
responses  by  a  large  number  of  legislative  bodies  is  inpna 
Bible.     Perhaps  most  important,    is  the  growing  number  of  states 
that  have  rejected  usury  ceilings  provide  increased  oppor- 
tunities for  financial   .nstitutioas  to  offer  credit  at  market 
rates.     This  Beans  that  as  a  practical  natter  even  saae  coo- 
•uaers  in  low  rate  states  who  want  credit  will  often  be  able  to 
obtain  it  frost  out-of-state  sources  at  Market  rates.     Thus. 
insofar  a*  justification  for  continued  state  action  i*  baaed  on 
'protecting*  consumers  from  market  rates,    that  objective  has 
been  thwarted  by  the  inevitable  workings  of  the  free  Barket. 

In  addition,   history  ha*  shown  that  atteapts  to  provide  a 
uniform  and  reasonable  usury  ceiling  at  the  state  level  have 
fallen  short.      In  the  late  1960s  and  again  in  the  early  1970s, 
the  Uniform  Consumer  Credit  Code  was  proposed  by  the  National 
Conference  of  Coaan as laTMM  on  Uniform  State  Laws.     This  coapre- 
henaive  legislative  effort  operated  froa  the  preaise  that  a 
competitive  Barket  —  assured  by  very  few  barriers  to  aarket 
entry  for  potential  creditors  —  should  be  allowed  to  operate 
within  usury  callings  that,    at  the  time  of  their  adoption,   were 
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very  high.   Essentially,  the  uccc  provided  interest  rate  ceil- 
ings of  3t%   for  loans  up  to  $300  or  less,  21%  for  loans  of  S300 
to  SI, 000,  15%  for  loans  greater  than  SI, 000  or  an  alternative 
flat  rate  of  10%.  yet,  in  response  to  this  nassive  effort, 
only  nine  states*  have  adopted  the  UCCC  in  sone  fom  —  fully 
or  partially  —  since  it  was  first  proposed  in  1969.  Both 
inertia  and  political  pressures  at  the  state  level  appear  to 
explain  the  retention  of  usury  ceilings  or  the  tendency  to 
provide  only  limited  and  somewhat  arbitrary  exceptions. 

In  short,  the  spped  and  consistency  necessary  to  address 
the  usury  ceiling  problem  simply  are  not  available  at  the  state 
level.   Federal  action  is  the  only  realistic  avenue  for  usury 
relief. 

PEMDIMG  LEGISLATION 

Mr.  Chairman,  we  believe  that  legislation  now  before  this 
Subcommittee  would  provide  the  necessary  relief.   On  June  22,  1981, 
Senator  Lugar  of  Indiana  introduced  legislation  cosponsored  by 
Senators  Garn,  Proxiaire  and  D'Amato  that  addresses  in  a  straight- 
forward Banner  the  question  of  governmental  price  controls  on 


•various  sources  cite  different  figures  respecting  the 
number  of  states  that  have  "adopted'  the  UCCC,  depending  on  t 
extent  to  which  the  nodel  code  was  followed.  These  figures 
generally  vary  fron  six  to  nine  states. 
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the  flic*  at  aoney.      ■**  earnestly  believe  that  die  Credit 
Deregulation  and  Availability  Act  will  do  nd  to  alleviate  the 
prtblm*  that  we  have  discussed  today. 

7T.i»  ispertant  lsgiilitum  would  provide  relief  in  on 
areas.  The  first  involve*  oow—t  credit  transactions  and 
the  second  relates  to  business  and  agricultural  credit.  He 
would  like  to  « o— i at  on  both  of  these  aspects  of  S.    1406. 

The  basic  thrust  of  the  cwnw  r  credit  provisions  is  to 
release  the  free  market  fro»  artificial  restraints,  permitting 
the  highly  competitive  cons oner  credit  Marketplace  to  establish 
rates.     This  allows  creditors  to  nake  credit  available  to 
consuners  who  want  it  at  a  price  based  on  the  costs  involved. 
The  bill   pern its   the    free  narket  to  establish  both  the   shape 
and  the  level   of  the  charges  being  assessed.    As   demonstrated  by 
the  New  York  experience  noted  above  this  allows  creditors  to 
nake  credit  available  while  consuners  are  protected  fron  unrea- 
■onsbly  high  rates  by  free  narket  nechanisas.  We  consider  this 
to  be  perhaps  the  nost  important  feature  of  the  bill. 

The  absence  of  an  arbitrary  'cap'and  the  consequent  working 
of  the   free  narket  is  the  only  way  of  assuring  the  reasonable 
availability  of  credit.     As  Dr.   Johnson  testified  last  week 
before  this  subcommittee,    any  rate  restriction  that  serves  a 
purpose  has   the   impact  of   denying  credit   availability.      The 
diversity  of  credit  transactions  involved  simply  cannot  be 
covered  by  a  single  rate.      The  risk  involved,    the  dollar  amount, 
and  the  tern  of  the  transaction  are  only  a  few  of  the  multiple 
factors  that  make  one  rate  inappropriate. 
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Moreover,  setting  a  specific  rats  involves  either  looking 
at  current  market  rates  or  Baking  predictions  about  future 
rates.  Neither  alternative  is  desirable.   Selling  on  current 
rates  generally  involves  setting  a  static  limit  based  on  today's 
situation  on  a  dynamic  coomodity.  That  approach  aeena  certain 
to  assure  a  perpetual  series  of  rate  changes  through  attempts 
to  keep  up  with  market  changes  —  a  process  unlikely  to  be 
responsive  in  a  timely  way  to  market  shifts.  Predicting  future 
rates  seems  equally  impossible,   if  nothing  else,  the  past  two 
years  has  served  to  remind  all  of  us  that  the  market  does  not 
always  perform  predictably. 

By  the  same  token,  attempts  at  seeking  an  appropriate 
index  have  consistently  failed.   In  our  experience  there  is  no 
index  that  reflects  accurately  the  multitude  of  factors  that 
must  be  included  in  pricing  credit  services.   Index**  tied  to 
some  indication  of  money  costs  ignore  operating  end  other 
non-coney  expenses.   Moreover,  there  is  no  index  that  Kill 
consistently  provide  a  valid  reflection  of  even  the  cost  of 
funds.  We  have  analyzed  virtually  every  known  index  and  none 
will  give  an  accurate  indication  of  the  market  cost  of  fund*  as 
those  costs  relate  to  both  long  and  short  term  transactions. 

Perhaps  the  best  example  of  the  difficulties  involved  in 
selecting  an  index  has  been  the  persistent  suggestion  that  we 
look  to  the  Federal  Reserve  Board's  discount  rate.  The  Asso- 
ciation would  respectfully  suggest  that  the  discount  rate  la 
simply  an  inappropriate  measure  for  setting  interest  rat* 
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levels.     The  discount,  rata  is  an  edainiatered  rate  on  essen- 
tially abort  ten  funds,    calculated  primarily  on  the  basis  of 
tben-exi sting  aonetary  policy.      It  bears  virtually  do  direct 
relationship  to  the  creditor's  cost  of  funds,    let  alone  the 
other  costs   associated  with  lending.      Perhaps  more   ueportaiit . 
this  rate  nay  be  altered  for  reasons  quite  separate  and  apart 
froa  anything  having  to  do  with  the  cost  of  aoney  or  any  other 
related  costs.     As  Vice  Chairaan  Schultz  of  the  Federal  Reserve 
Board  testified  last  year  before  the  Bouse  Ci—ittee  on  8—11 
Business,    the  use  of  the  Federal  Reserve  discount  rate  is  an 
inappropriate  neasure  to  use  in  attcapting  to  set  rate  levels. 

In  light  of  the  economic  probleas  caused  by  price  controls 
and  the  availability  of  a  competitive  free  aarkct  a*  a  aecban- 
isa  to  set  the  price  of  credit,    it  is  difficult  to  justify  the 
need  to  set  any  ceiling,   whether  fixed  or  indexed.     Aa  described 
earlier,    the  traditional   justifications  no  longer  support  the 
continuation  of  usury  ceilings.     The  only  additional  reason 
cited  in   favor  of  usury  ceilings   is   the  suggestion  that  they 
soaebow  are  related  to  and  deter  loan  shark  activity.     There 
see**  to  be  little  evidence  to  that  effect. 

As  an   initial  Batter,    it  seeas  highly  unlikely  that  loan 
sharks  are  going  to  be  greatly  influenced  by  any  fora  of  legal 
constraints.     We  have  no  reason  to  believe  that  they  now  follow 
usury  laws,    suggesting  strongly  that  only  legitimate  credit 
grantors  are  truly  hurt  by  usury  laws. 

Similarly,    the  use  of  these  laws  as  a  aechanisa  to  prose- 
cute loan  sharks  is  neither  realistic  nor  necessary.     Although 
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*s  da  ant  tame;  acaCuscicatL  daAa,    that  ataacveAtoa:  <t*  *»»wt«^ 
—hen   L3  that  &b>  if  any   a«uxy  vKjlaKionst  «*  eetioaliy  JMU#«~ 
Tnreit        yicrWKinri     them  Lava  *e»  dM  needexl  •»  *  MCtkMUW 
Co  jpimnite  ctosa  offaadjtrc.      auswKQtw  »t«*  «D)«  8**i»Ea^ 
lawi   —   imrlutfrng  ft«i  in  UrottuBj  —  c*lry  ex  utlttal  fraAlUW 
foe  chair  eialatiaou      It  is  iiEficnit  19  »m>m  *  t«M  W*i*. 
— tang  Truth,  in  Cjadftsnj  i_5,-.j-s„~»  or  sioetisa  U*  **ti*e 
inpo—1  by  that  array  of  other  state  *ndt  IMm%1  credit  »t»«m»*. 

Finilly.  i£  that  activity  911103  rise  eo  cw»c*ro.  i»  t«i*iy 
laanshaEfama.  federal  law  nmaUT  proecribe*  ttwrt  Activity 
and   iaposes  sabs  tan  tial  penalties  do   those  who  vialate  tk»   law. 

In  shozC,    the  only  ef  (tctii*  net hoc  of  preventing  lo*B» 
sharking  is  to  allow  a«c*M  to  legitimate  credit  n«<»et».      This 
can  be  accomplished  only  through  permitting  the   free  market   to 
operate,    as  would  be  the  case  under  S.    1404. 

Thus  Senator  Lugar's  bill  properly  allow*  the  market   to 
set  rates.        while  relieving  price  control!,    S,    1404  would 
leave  in  pi nee  tie  state  network  of  consumer  protection  pre- 
visions.     Only  state  law*  that  deal   specifically  with  rats*  01 
charges  would  be  displaced.     This  permits   the  states  to  respond 
to  specific  difficulties  that  they  stay  encounter   in  dealing 
with  abusive  credit  practices  unique  to  their  states  while  at 
the  sane  tine  permitting  creditors  whose  costs  are  largely 
influenced  by  federal  action  to  recoup  those  cost*.      In  addi- 
tion,   by  preserving  the  right  of  the  states  to  displace  ths 
federal  preemption,    their  prerogativae  are  respected, 
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D  was  rained  by  um  Dttian  at  last  week's 
bearing  before  this  Sisjconwittee  about  section  533(c)  of  S-  1406, 
which  permits  toe  states  to  fashion  less  than  a  complete  dis- 
placement of  the  federal  statute-  wnile  the  Associaton  does 
not  have  a  strongly  held  view  about  tins  provision,  it  should 
be  noted  that  the  subsection  does  nothing  noxe  than  nake  the 
states  aware  of  an  additional  alternative  in  dealing  with  the 
usury  question.  Quite  clearly,  since  the  states  can  reject  the 
federal  provisions  totally,  tbey  could  do  so  and  add  back  only 
•one  of  the  federal  provisions.   The  practical  result  re—ins 
the  sane.   It  should  also  be  noted  that  a  sinilar  provision 
appears  in  B.B.  2501  introduced  by  Congressman  John  LaFalce  of 
Mew  York,  presuaably  also  in  an  attenpt  to  alert  the  states  to 
this  Middle  ground  alternative. 

He  believe  that  S.  1406  as  written  provides  a  compre- 
hensive and  desperately  needed  response  to  the  growing  usury 
problem  being  faced  today  by  consumer  lender*-   As  has  already 
been  pointed  out  before  this  Subcoomuttee,  the  temporary  relief 
recently  granted  to  business  and  >»"■»«' "g  credit  has  had  a 
negative  discriminatory  impact  on  consumers  who  seek  credit  for 
other  purposes.   Those  consumers  should  be  permitted  to  compete 
in  the  market  with  other  credit  consumers,  a  result  being 
blocked  by  usury  laws. 

Finally,  the  Association  strongly  supports  the  amendments 
in  S.  1406  to  the  existing  business  and  agricultural  credit 
exemption.   The  Changes  reflected  in  Senator  Lugar'S  bill  are 
totally  appropriate,  given  the  desirability  of  free  market 
operation. 
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Is  addition  to  the  bill  introduces  by  Senator  Lugar .  thai* 
it  currently  pending  before  this  Committee  a  bill  introduced  hy 
Senator  Bumpers  am!  ro^onsoitd  by  Senator  Pryor.  S.  *63 .  This 
bill  is  designed  to  provide  for  -;.r  federal  ly-reaulated  credi- 
tors a  permissive  usury  ceiling  similar  to  that  a f folded  federally- 
regulated  lenders  in  Part  C  of  Title  V  of  the  Depository  Insti- 
tutions Deregulation  and  Monetary  Control  Act. 

At  the  ontaet  we  should  note  that  although  Senator  Bumper* 
indicated  in  his  introductory  murks  that  the  legislation 
would  resolve  an  'inequitable  situation*  created  by  the  Deregu- 
lation Act,    his  bill    in  its  current   fore  would  permit  non- 
regulated  creditors  to  have  a  higher  ceiling  than  that  provided 
to  regulated  creditors.     This  results  because  the  ceiling 
provided  by  S.   963  is  tied  to  the  Federal  Reserve  Board'! 
discount  rate  plus  any  applicable  surcharge*.     The  general 
exemption  providing  on  alternative  ceiling   for   federally- 
regulated  creditors,   however,   extends  only  to  1%  over  the 
Federal  Reserve  Board's  discount  rate  without  including  any 
surcharges  that  might  be  in  effect. 

We  are  pleased  by  the  attention  given  by  Senators  Bumpers 
and  Pryor  to  this  problem  and  commend  their  efforts.       In  addi- 
tion,  we  agree  fully  with  Senator  Bumpers'   statmawnt  to  the 
effect  that  usury  laws  have  created  disruptions  and  problems  in 
a  number  of  areas  in  the  economy  including  the  automobile 
industry. 

while  we  cosnend  the  thrust  behind  S.   963,   we  believe  that 
it  fails  to  deal  with  the  larger  problen  which,   as  outlined 
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above,  relate*  to  tbe  very  way  in  which  our  free  markrt  ei  Wg 
opeiate*    We  would  submit  -that  the  answer  is  not  tn  simply 
produce  another  ceiling  artificially  set  toy  govi  j  ip  nt  »] 
action  —  and  indeed  a  ceiling  that  ia  already  of  questionable 
benefit  given  current  market,  rates.  The  obsolesence  of  tiii* 
"ceiling"  even  before  it  has  been  adopted  strongly  suggests  the 
futility  of  trying  to  allow  nonmarfcet  force*  to  met  the  rate 
level-  The  problems  inherent  in  embracing  yet  another 
ceiling  —  and  one  that  is  set  at  some  51  below  the  prevailing 
prim*  rate  —  indicate  that  this  measure  auaply  does  not  aeet 
the  larger  problaa  of  usury,  either  in  Arkansas  or  elsewhere . 


In  conclusion,  Mr.  chairman,  usury  relief  is  essential  1 


tion  of  arbitrary  price  controls  --  by  whatever  level  of 
government  —  is  limply  inconsistent  with  tbe  proper  and  effi- 
cient operation  of  a  free  market  economy.   Congress  recently 
reaffirmed  this  basic  proposition  once  more  when  it  provided 
for  the  end  of  the  enabling  legislation  that  permitted 
President  Carter's  ill-fated  credit  control  program  of  over  a 
year  ago.   It  should  similarly  recognize  that  tbe  inappro- 
priateness  of  these  artificial  price  restrictions  is  not  limited 
to  the  federal  level,  particularly  in  view  of  the  national 
credit  market  in  which  consumer  lenders  operate  today. 

The  Association  respectfully  urges  early  and  favorable 
action  on  6.  1406  which  would  provide  essential  relief  in  this 
Most  important  area.  Thank  you. 
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Senator  Lugah.  Thank  you  very  much,  Mr.  Hammer. 
The  Chair  now  calls  upon  Charles  Russell. 

STATEMENT  OF  CHARLES  T.  RUSSELL,  PRESIDENT,  VISA  USA 

Mr.  Russell.  Thank  you,  Mr.  Chairman. 

I  am  Chuck  Russell,  president  of  VISA  USA,  and  we  are  pleased 
to  have  the  opportunity  to  appear  before  you  here  this  morning. 

By  way  of  background,  VISA  USA  is  a  nonstock  membership 
corporation  which  administers  the  VISA  card  program  within  the 
United  States.  We  are,  in  essence,  a  franchise  of  the  VISA  cards 
and  we  also  provide  a  telecommunications  network  so  the  banks 
can  communicate  with  one  another  and  pass  the  information  back 
through  the  proper  sources. 

[Complete  statement  follows:] 
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STATEMENT  OF  VISA  D.S.A.  IMC. 

Visa  U.S.A.  Inc.  {"Visa")  is  a  non-stock  member- 
ship corporation,  incorporated  under  the  laws  of  the 
■tat*  of  Delaware,  which  administers  the  Visa  Card 
Program  within  the  United  States.   The  membership  of 
the  corporation  is  comprised  of  approximately  13,000 
commercial  banks,  savings  banks,  savings  and  loan  asso- 
ciations, and  credit  unions  which  participate  in  the 
Visa  Program.   As  of  the  end  of  19B0,  the  Visa  "Blue, 
White  *  Gold"  card  vas  held  by  approximately  64,500,000 
individuals  and  accepted  at  1,800,000  merchant  outlets 
and  42,000  member  offices  throughout  the  country.   For 
the  year  1980,  total  dollar  volume  of  the  Visa  system 
in  the  United  States  exceeded  S28  billion. 

Through  Visa  membership  in  Visa  International 
Service  Association,  visa's  members  also  participate 
in  the  worldwide  Visa  system.  Internationally,  the 
Visa  system  is  comprised  of  more  than  12,500  member 
institutions,  worldwide,  the  Visa  card  is  held  by 
more  than  89,000,000  cardholders  and  accepted  at  more 
than  3,000,000  merchant  locations.   For  the  year  1980, 
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the  dollars  volume  of  the  worldwide  system  exceeded  S43 
billion. 

Visa  strongly  supports  enactment  of  S.  1*06.   The 
recent  level  of  interest  rates  is  simply  incompatible 
with  the  antiquated  usury  ceilings  applicable  to 
consumer  loans  in  most  states.   By  preempting  state 
usury  ceilings,  5.  1406  would  resolve  this  problem. 
The  usury  laws  in  many  states  also  have  prevented  financial 
institutions  from  charging  periodic  or  transaction  fees 
for  the  convenience  payment  use  of  the  credit  cards  which 
they  issue.   S.  1406  also  would  resolve  this  inequity. 
Visa  believes,  however,  that  S.  963  is  inadequate  to 
accomplish  successfully  either  of  these  results. 

During  the  early  years  of  the  visa  Bank  Card 
Program,  due  to  heavy  start-up  coats  and  the  relatively 
low  volume  of  card  us*  In  relation  to  fixed  costs.  Visa 
members  incurred  net  losses  or  accomplished  only  marginal 
profitability  from  their  participation  in  the  visa  Program. 
The  subsequent  adoption  of  a  variety  of  operating  efficien- 
cies, primarily  accomplished  by  increased  use  of  electronic 
technology,  significantly  reduced  operating  expenses  and 
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overhead,  enabling  members  to  achieve  reasonable  profita- 
bility.  Between  1970  and  1980,  operating  expense  and 
overhead  as  a  percentage  o£  average  outstanding  balances 
dropped  from  11.5  percent  to  6.8  percent. 


OPERATING  EXPENSE  AND  OVERHEAD 

A5  A  PERCENTAGE  OF 

AVERAGE  OUTSTANDING  BALANCES 
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During  this  tame   time  period,  however,  the  cost 
of  funds  to  Visa  members  to  support  outstanding  balances, 
expressed  as  a  percentage  of  average  outstanding  balances, 
more  than  doubled  —  from  5.0  percent  to  10. 8  percent. 


COST  OF  FUNDS 

AS  A  PERCENTAGE  OF 

AVERAGE  OUTSTANDING  BALANCES 
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Thus,  despite  the  speratir.s  efficiencies  which 
have  Seer,  accomplished  over  the  last  decade.  Visa  aer.be 
experienced  a  net  loss  fros  Visa  Procrac  operations  in 
1S80  (or  the  first  tiff*  since  1570. 


NET  INCOME  AFTEP.  ALL  EXPENSES 

AS  A  PERCENTAGE  CF 
AVEF.AGE  OUTSTANDING  BALANCES 
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State  usury  laws  create  two  principal  barriers 
which  prevented  Visa  members  from  being  able  to  avoid 
losing  money  in  the  face  of  the  escalating  cost  of 
funds  in  1980.   The  inevitably  slow  pace  of  state 
legislative  action  has  left  in  effect  in  nearly  all 
states  usury  ceilings  which  are  anachronistically  low 
in  light  of  the  credit  conditions  created  by  market 
forces  and  government  regulatory  policy  in  recent  years. 
Far  more  importantly,  however,  the  usury  laws  as  worded 
or  construed  in  many  states  have  prevented  Visa  card 
issuers  in  those  states  from  charging  any  fee  to  card- 
holders for  the  convenience  payment  benefit  which  they 
derive  from  holding  a   Visa  card. 

A  Visa  card  provides  to  every  cardholder  two 
distinct  services.   First,  it  is  a  payment  device  which 
enables  cardholders  easily  and  conveniently  to  make 
payments  for  goods  and  services  at  more  than  3,000,000 
merchant  locations  throughout  the  world.   Second,  the 
card  makes  available  a  line  of  credit.   In  the  event 
that  the  line  of  credit  is  activated,  the  cardholder 
incurs  a  finance  charge  during  the  time  required  to  pay 
off  the  credit  balance  in  installments. 
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The  cosvenience  payment  feature  is  sade  puss^le 

merchants  which  uniformly  require  the  wrchast  tc  honor 
not  only  those  cards  issued  by  the  msaber  with  wbon  the 
merchant  has  contracted,  but  also  any  other  validly 
issued  Visa  card  which  nay  be  presented  to  the  merchant 
as  payment  for  goods  and  services.   It  is  this  assurance 
that  a  merchant,  wherever  located,  will  honor  all  validly 
issued  cards,  regardless  of  the  financial  institution 
which  issued  it,  that  constitutes  the  basis  of  a  national 
card  system-   It  is  this  feature  which  enables  the  use, 
for  example,  of  a  card  issued  to  a  resident  of  California 
at  a  participating  merchant  establishment  located  in 
New  xork. 

The  two  basic  features  of  a  Visa  card  are  dis- 
tinctly separate.   Many  cardholders  use  their  cards 
primarily  or  exclusively  for  the  convenience  payment 
feature,  routinely  pay  their  card  balances  within  the 
initial  grace  period,  and  rarely  or  never  incur  finance 
charges  by  electing  to  postpone  payment  and  to  use  the 
line  of  credit  also  made  available  to  them  by  the  card. 
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As  a  result,  50  percent  of  Visa's  annual  dollar  volume 
is  paid  within  the  free  period  and  generates  no  finance 
charge.  Those  cardholders  who  do  activate  their  line 
of  credit  and  carry  credit  balances  typically  do  not 
borrow  up  to  their  credit  limit  and  then  leave  their 
cards  dormant,  but  carry  a  fluctuating  credit  balance 
and  continue  also  to  use  their  cards  for  convenience 
payment  purposes. 

Historically,  consumers  have  been  charged  fees 
for  the  use  of  other  payment  devices  and  cash  substi- 
tutes.  Host  banks  traditionally  have  charged  either 
monthly  fees  or  transaction  fees  to  users  of  checking 
accounts;  holders  of  travel  and  entertainment  cards 
which  do  not  access  lines  of  credit  have  been  charged 
annual  fees;  users  of  travelers'  checks  have  paid  pur- 
chase fees- for  the  checks.   However,  the  usury  laws  in 
many  states  are  expressly  worded  or  have  been  so  con- 
strued as  to  prevent  financial  institutions  which  issue 
cards  in  those  states  from  charging  any  fee  for  the 
benefit  which  cardholders  receive  from  being  able  to 
use  their  cards  as  a  convenience  payment  device. 
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fcecause  the  cards  else  access  a  line  of  credit,  t_be  Ibv 
in  these  states  has  been  eots-tr-ued  to  rec=ire  tier  err 
fee  for  the  use  of  the  card  »Jt  be  rees-ded  as  pert  of 
the  "finance  charge"  in  determining  whether  tcsal  finance 
t.-harges  on  tiUciioat  of  credit  accessed  by  use  of  the 
card  exceed  the  amount  allowed  Tinder  the  state  uxor?  lae. 

The  interpretation  of  a  periodic  or  transaction 
fee  to  be  part  of  the  finance  charge   for  card  extension* 
of  credit  simply  ignore*  the  distinctly  separate  convenience 
payment    function  which  the  card  also  serves.      This   function 
is  not  only  a  valuable  benefit  to  cardholders,    hot  an 
expensive  one   for   the  Visa    system  to  supply.      Member 
costs  and  expenses  associated  with  convenience  payment 
transactions  are  incurred  regardless  of  whether  the 
cardholder  pays  off  the  credit  balance  immediately  and 
thus   avoids  paying   finance   charges.      The   costs   to  Visa 
Members    include   the  cost  of    funds  borrowed   to  pay 
merchants.      Members   are  obligated   to  pay  merchants 
immediately   upon  deposit   of   a    sales   draft  by  the  mer- 
chant.     Until   the   cardholder  pays   for  that   sales  draft, 
the   Visa  member  which   issued    the  card  bears   the   cost  of 
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the  borrowed  funds.   On  the  average,  the  Visa  member  will 
have  to  bear  that  cost  of  funds  for  33  days. 

Since  50  percent  of  total  Visa  card  volume  is 
paid  off  during  the  free  period  and  generates  no  income 
from  cardholders,  substantial  losses  result  from  those 
cards  which  are  used  exclusively  or  primarily  as  con- 
venience payment  devices.   During  19B0  net  income  from 
merchant  discount  fees  on  convenience  user  transactions 
equalled  only  one-third  of  the  total  costs  and  expenses 
generated  by  convenience  user  transactions.   Moreover, 
competitive  pressures  in  recent  years  have  been  pushing 
the  merchant  discount  fees  steadily  downward  from  a  high 
of  2. 65  percent  in  1973  to  a  low  of  2.10  percent  during 
the  last  two  years  --  a  drop  of  more  than  25  percent. 
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The  convenience  transaction  coi 
nt-t  mvtrtd  by  merchant  discount  incon 
for   by  periodic   and   transaction    fees  t 


have  to  be  paid 

underwritten  by 
come  from  other  sources.  The  burden  of  underwriting 
e  convenience  users  of  cards  falls  disproportionately 
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on  lower  income  cardholders  who  traditionally  use  the  credit 
feature  of  their  cash  and  thus  incur  a  finance  charge.   This 
burden  is  also  borne  by  small  financial  institutions  which 
are  also  most  adversely  affected  by  high  interest  rate  trends. 
The  most  restrictive  state  usury  laws  are  generally  found 
where  unit  banking  and  small  credit  unions  are  most 
prevalent.   Savings  and  loans,  mutual  savings  banks  and 
credit  unions  have  only  recently  entered  the  card  business 
and  either  are  still  in  the  process  of  absorbing  heavy 
start-up  costs  or  now  will  be  deterred  from  ever  offering 
this  service  to  their  customers. 

It  is  the  largest  financial  institutions  which  not 
only  already  have  absorbed  initial  start-up  costs,  but 
can  afford  to  relocate  their  card  operations  in  states 
other  than  their  hone  state  in  order  to  take  advantage 
of  favorable  state  usury  laws.   Because  these  cards 
have  been  held  by  the  courts  to  be  governed  by  the  law  of 
the  state  in  which  the  card  is  issued,  state  usury  laws 
restrict  only  card  issuers  located  within  the  state 
by  issuers  located  elsewhere.   Thus,  cards  can  be  and 
are  issued  on  a  nationwide  basis  from  a  single  location. 


3,0,i,zeab,GOOglC 


-  13  - 

The  largest  issuers  can  afford  to  wc  their 
card  operations  because  the  additional  revenue  from 
periodic  or  transaction  fees  more  than  offsets  the 
cost  of  the  move.   For  example,  of  the  1,500  Visa  Bom- 
bers which  issue  Visa  cards  in  the  United  States,  20 
hold  50  percent  of  the  64,500,000  Visa  accounts.   For 
institutions  with  such  large  numbers  of  cardholders, 
it  is  economically  feasible  to  relocate  bank  card 
operations  in  states  which  permit  periodic  or  trans- 
action fees.   For  smaller  institutions,  unit  banks, 
and  savings  and  loans  with  a  small  number  of  cardholders, 
a  relocation  of  card  operations  would  be  uneconomical 
and  in  many  instances  would  be  prohibited  by  legal 
barriers.   Thus,  absent  prompt  action  to  establish 
a  uniform  policy  enabling  card  issuers  in  all  states 
to  charge  a  reasonable  fee  for  the  convenience  payment 
feature,  the  small  local  card  issuers  soon  will  be 
driven  out  of  the  business. 

The  adverse  competitive  effect  on  small  card  is- 
suers of  prohibitions  on  periodic  or  transaction  fees 
will  be  greatly  increased  this  fall  when  Visa  introduces 
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its  new  premium  card.   In  addition  to  the  features 
already  offered  by  the  existing  Visa  card,  the  new 
premium  card  will  offer  personal  check  cashing  privi- 
leges at  selected  locations,  access  to  automatic 
teller  machines  operated  by  Visa  members,  emergency 
cash  disbursement  by  participating  hotels,  guaranteed 
hotel  reservations,  travel  insurance  services,  access 
to  money  market  fund  accounts,  an  emergency  trouble 
and  information  service,  and  possible  additional 
features  still  being  negotiated. 

The  additional  features  to  be  offered  by  the 
premium  card  necessarily  will  make  it  a  much  more 
expensive  service  for  Visa  members  to  offer.   In 


order   for  members   to 

break  even  on   their   premium 

card    accounts,    they    ] 

lot   only  will   have  to   charge  a 

fee   for   the   card,    bu< 

;  will   have   to  charge   a   higher 

fee   than   is   now  common   for   Visa   cards   in   those   stat 

which  p.mlt  ,  1..  t, 

)   be  charged.      However,    becausi 

premium  card  —   like 

the  present  Visa   card   --   will 
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•"IT,    •:r,i-,<t*    small  local    Visa  iiestcers  who  at-  prepared  tc 
iVMr  the  Ions**  which  result  from  offferir.g  Visa  cards 
without  charging  periodic  fees  Kill  be  forced  to  fareqc 
iffsrlnq  the  premium  card  if  they  canr.ot  charge  a  fee 
for  that  service.   This  new  produce  will  thee  be  aban- 
doned to  those  financial  institutions  with  card  operations 
already  large  enough  to  be  economically  relocated  in 
South  DaKota,  C*laware,  or  another  equally  favorable 
location. 

Stats  legislature*  are  themselves  slowly  recognizing 
the  logical  error  and  adverse  competitive  consequences 
of  denying  card  Issuers  the  right  to  charge  a  fee  for  the 
convenience  payment  feature  of  cards  issued  by  financial 
Institutions.   Today  the  usury  laws  in  34  states  permit 
such  fon*  to  be  charged.   That  represents  only  a  slight 
increase  In  the  number  of  such  states  during  the  last 
year.   Klqht.  of  those,  however,  place  a  maximum  permissible 
level  on  fees  which  may  or  may  not  have  any  relationship 
to  economic  reality.   Reason  and  fairness  dictate  that 
Conqress  should  act  now  to  establish  a  uniform  national 
policy  that  recognizes  the  dual  nature  of  these  cards 
and  empowers  issuers  to  price  separately  the  two  services 
which  they  provide. 
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Among  bills  currently  pending  in  Congress,  S.  1406, 
the  proposed  "Credit  Deregulation  and  Availability  Act 
of  1980*,  best  meets  the  needs  of  the  financial  insti- 
tutions which  issue  cards  and  would  make  it  possible  to 
serve  all  consumers  fairly  on  an  equal  basis.   That 
bill  would  amend  the  Depository  Institutions  Deregulatior 
and  Monetary  Control  Act  of  19B0  by  adding  new  section 
531  which  would  override  state  laws  Uniting  in  any  way 
'covered  charges,"  which  would  be  defined  in  section 
532(a)(1)(B)  as  including  "fees  or  charges  paid  for  the 
availability  of  credit,  payment  mechanism  services,  or 
for  similar  purposes,  including  periodic,  transaction 
and  access  fees."   S.  963  is  unsatisfactory  because 
it  fails  expressly  to  preempt  state  restrictions  on 
periodic,  transaction,  or  access  fees,  but  affects 
only  the  amount  of  the  ceiling  on  finance  charges. 

The  inequities  and  adverse  competitive  consequences 
caused  by  state  restrictions  on  cardholder  fees  are 
exacerbated  by  the  general  state  usury  ceilings 
on  finance  charges.   The  prevailing  extreme  interest 
rates  and  extraordinary  credit  conditions  could  not 
have  been  anticipated  by  the  state  legislatures  at 
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the  time  that  existing  state  usury  laws  were  enacted. 
Only  a  handful  of  states  currently  permit  card  issuers 
to  receive  finance  charges  in  excess  of  18  percent. 
While  that  ceiling  may  have  seemed  appropriate  when 
the  prime  rate  was  8  percent  and  short-term  money 
market  rates  were  5  percent,  it  does  not  permit  issuers 
of  Visa  cards  to  break  even  when  the  prime  rate  is  20  1, 
percent  and  money  market  rates  are  at  17  percent. 
State  legislatures  in  the  past  have  moved  to 
raised  usury  law  ceilings  as  changed  market  conditions 
have  made  those  ceilings  too  low.   State  legislatures 
are,  however,  inherently  slow-acting  institutions. 
Economic  forces  in  the  credit  markets  move  constantly, 
daily.   The  Federal  Reserve  Board  meets  regularly 
specifically  to  attempt  to  influence  the  movement  of 
interest  rates  in  the  direction  it  regards  as  appro- 
priate for  the  economy.   The  inability  of  the  states 
to  move  equally  quickly  to  adjust  usury  law  ceilings  to 
reflect  prevailing  market  conditions  has  adversely  af- 
fected a  variety  of  financial  institutions  —  but  few 
as  dramatically  as  card  issuers. 
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Congress  has  the  ability  to  move  quickly  to  make 
the  necessary  correction  in  the  law  to  reflect  current 
credit  conditions  by  preempting  the  state  usury  statutes. 
Although  Visa  believes  that  most  state  legislatures 
would  acquiesce  in  that  decision,  it  does  not  object 
to  the  provision  in  S.1406  which  empowers  those  states 
which  choose  to  do  so  to  overrule  the  federal  preemption 
by  enactment  of  legislation  for  that  purpose. 

With  respect  to  general  preemption  of  state 
usury  law  interest  ceilings.  Visa  believes  that  S.1406 
is  vastly  superior  to  S.963.   The  latter  bill  would  sub- 
stitute a  federal  interest  ceiling  tied  to  the  discount 
rate  on  ninety-day  commercial  paper  in  effect  at  the 
applicable  Federal  Reserve  bank.   For  all  practical 
purposes,  such  a  provision  would  provide  no  relief  to 
card  issuers.   The  problems  of  attempting  to  implement 
a  floating  interest  rate  on  an  open-end  credit  plan 
would  constitute  a  sufficient  administrative  nightmare 
to  deter  card  issuers  from  attempting  to  exceed  the 
applicable  state  usury  ceiling. 
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Visa  believes  that  S.1406  reaches  the  correct 
solution  by  imposing  no  substitute  usury  ceiling  on 
consumer  loans  and  leaving  interest  rates  to  be  deter- 
mined by  competitive  market  forces-   Among  card  issuers, 
competitive  forces  historically  have  played  a  major 
role  in  determining  the  terms  available  to  cardholders. 
For  example,  in  states  where  periodic  fees  are  authorized, 
some  card  issuers  nonetheless  have  elected  not  to  charge 
a  periodic  fee  in  order  to  advertise  that  policy  as  a 
sales  tool  to  attract  more  cardholders. 

Even  ignoring  the  competition  from  other  cards, 
from  other  sources  of  credit,  and  from  alternative 
convenience  payment  mechanisms,  there  are  over  1500 
issuing  members  in  the  United  States  from  whom  one  can 
acquire  a  Visa  card.   Visa  believes  that  the  competition 
for  accounts  among  those  issuing  members  will  insure 
that  interest  rates  charged  to  cardholders  will  fluc- 
tuate in  correlation  with  changes  in  the  cost  of  funds 
to  Visa  members  and  will  not  plateau  at  an  unreasonable 
level  when  interest  rates  fall  —  particularly  if 
Congress  preempts  restrictions  on  periodic  fees  and 
thereby  enables  card  issuers  in  all  geographic  areas 
to  compete  on  an  equal  footing.   All  experience  to  date 
is  consistent  with  the  view  that  the  level  of  card 
finance  charges  will  be  effectively  regulated  by  the 
free  play  of  competitive  market  forces. 
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Senator  Lugar.  Thank  you  very  much. 
Senator  Proxmire. 

INCREASE  IN   BANKRUPTCIES 

Senator  Proxmire.  I  would  like  to  ask  Mr.  Gunderson  and  Mr. 
Hammer  a  question.  The  Consumer  Federation  says  that  this  legis- 
lation will  provide  no  more  increase  in  credit  availability  and  will 
increase  bankruptcies.  What's  your  comment  on  that? 

Mr.  Gunderson.  Well,  let's  take  the  bankruptcy  situation  first.  I 
think  there  are  so  many  factors  involved  in  the  increase  of  bank- 
ruptcies over  this  past  year  that  you  could  take  those  numbers  and 
make  almost  any  kind  of  a  case  you  want  to,  but  really  there  are  so 
many  areas  that  I  cannot  see  where  the  removal  of  usury  ceilings 
would  increase  bankruptcies  because  the  lender  is  still  going  to  use 
basic  credit  standards — the  evaluation  of  that  borrower — and  it's 
not  in  our  best  interest  to  lead  borrowers  into  undue  credit  risks. 
We  want  that  borrower  as  a  long-time  customer.  We  want  to  work 
with  that  borrower  and  we  have  a  responsibility  if  we  accept  him. 

Senator  Proxmire.  I  presume  what  the  Federation  people  have 
in  mind  is  because  interest  rates  will  be  higher,  the  debt  burden 
will  be  higher,  that  it  will  be  harder  for  the  borrower  to  pay  it  off 
and,  therefore,  more  of  a  tendency  to  go  bankrupt. 

Mr.  Gunderson.  Well,  I  think  here  again,  you  have  the  evalua- 
tion process  that  would  take  all  those  factors  into  consideration 
and,  of  course,  we're  looking  at  it  in  today's  high-interest  rate 
environment  which  we  all  hope  will  not  be  with  us  indefinitely 
anyway.  We  hope  to  see  some  improvement  there.  So  it  doesn  t 
necessarily  say  that  we  are  going  to  be  living  with  these  kind  of 
rates.  We  hope  these  rates  will  work  their  way  down. 

The  problem  is  that  that  borrower  may  not  be  able  to  get  credit 
if  we  continue  without  preempting  usury  ceilings.  In  our  own  State 
of  Wisconsin  right  now,  we  have  a  law  where  we  can  charge  up  to 
18  percent  on  the  first  $1,000.  With  our  cost  of  funds,  we  are  pretty 
close  to  borderline.  If  funds  costs  continue  to  increase,  we  are 
really  going  to  have  to  take  a  long  look  at  our  consumer  practices. 

Senator  Proxmire.  You  would  deny  their  argument  that  there 
would  be  no  more  availability  with  this  legislation.  Do  you  feel  that 
the  lender  is  much  more  likely  to  lend  if  he  can  have  a  return 
which  is  reasonable? 

Mr.  Gunderson.  That's  right. 

Senator  Proxmire.  And  he  won't  loan  if  it's  not? 

Mr.  Gunderson.  He  simply  can't.  The  savers  have  told  us  they 
want  a  market-oriented  rate  on  their  savings  and  we  think  they 
are  entitled  to  it.  The  savers  told  us  they  are  tired  of  subsidizing 
the  borrower.  So  if  we're  going  to  attract  the  funds  into  our  institu- 
tions, we  have  to  meet  the  cost  of  those  funds.  If  we  can't  make  it 
on  consumer  loans,  we'll  have  to  look  to  other  alternatives  and  we 
would  much  prefer  to  offer  the  consumer  loan  at  a  rate  we  can 
afford  that  will  earn  us  a  reasonable  return  and  at  the  same  time 
meet  the  needs  of  those  consumers. 

Senator  Proxmire.  Thank  you.  Mr.  Hammer? 

Mr.  Hammer.  Let  me  answer  each  question  in  turn,  sir,  if  I  may. 
On  the  availability  argument,  I  think  the  evidence  is  quite  clear  in 
the  New  York  case.  Most  banks  in  New  York  were  basically  out  of 
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the  consumer  lending  business  until  the  rates  were  temporarily 
lifted.  I  have  also  been  asked  to  look  at  the  portfolios  of  several  of 
our  correspondent  banks  around  the  country  in  States  with  usury 
ceilings,  and  it's  clear  that  they  have  stopped  lending  in  the  con- 
sumer market  also.  So  availability  will  clearly  increase  once  the 
ceiling  is  removed. 

The  bankruptcy  issue  is  another  case  that  I  think  is  a  complete 
red  herring.  The  increase  in  bankruptcies  is  not  because  consumers 
have  overextended  themselves.  In  fact,  there's  no  evidence  of  that 
at  all.  It's  just  that  the  law  does  not  address  the  question  of 
consumers  discharging  affordable  debt  and  consequently  people  are 
going  bankrupt  because  it's  easier  to  go  bankrupt  under  the  law 
than  it  is  to  pay,  even  though  they  can  afford  to  pay. 

The  fact  that  the  interest  rates  will  be  higher,  I  think  the  evi- 
dence has  shown  the  consumer  has  shown  a  great  deal  of  good 
judgment  in  being  able  to  handle  it. 

Senator  Peoxmiee.  Mr.  Gunderson,  I  just  have  one  more  ques- 
tion. I  wonder  if  the  American  Bankers  Association  could  give  the 
committee  for  the  record  a  breakdown  by  States  as  to  which  States 
still  have  usury  limits  and  which  do  not  and  what  they  are.  I  think 
those  facts  would  be  very  helpful  to  us  if  we  had  them  before  us 
State  by  State. 

Mr.  Gunderson.  Senator,  we  would  be  very  pleased  to  provide 
that.  In  fact,  we  should  have  a  study  that  we  are  working  on  right 
now  completed  by  the  end  of  this  week  and  we  will  submit  it  to 
this  committee. 

Senator  Pboxhibk.  Thank  you  very  much. 

[The  following  chart  on  State  usury  laws  was  received  from  the 
American  Bankers  Association:] 
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Senator  Lugar.  Thank  you,  Senator  Proxmire. 

Senator  Dodd. 

Senator  Dodd.  Thank  you,  Mr.  Chairman. 

Mr.  Gunderson  and  others,  it's  good  to  have  you  here  and  I'm 
glad  you're  here  this  morning.  I  have  a  couple  of  things.  Let  me 
just  ask  all  of  you  a  simple  question  if  I  can  with  regard  to  the  bill 
which  you  support. 

As  you  know,  it  has  a  provision  in  it  which  would  allow  the 
States  to  act  on  their  own  within  3  years  after  the  preemption.  Do 
you  all  agree  with  that  provision  of  the  proposed  bill? 

REMOVE    USURY   LIMITS 

Mr.  Gunderson.  Well,  Senator,  I  guess  if  we  had  our  druthers, 
we  would  just  as  soon  take  the  usury  limits  off  and  leave  them  off, 
but  we  also  recognize  the  political  realities  of  the  world  and  the 
feelings  of  those  who  drafted  this  bill  that  it  was  an  important  part 
in  responding  to  some  of  the  concerns  about  States  rights.  So  on 
that  basis,  we  would  support  it. 

Senator  Dodd.  Does  that  speak  for  all  of  you? 

Mr.  Hammer.  Yes,  sir. 

Mr.  Russell.  Yes. 

Senator  Dodd.  Just  as  an  aside,  Senator  Proxmire  pointed  out 
earlier  that  arguing  for  lower  interest  rates  is  a  pretty  good  politi- 
cal issue  not  only  to  speak  on  but  to  run  on,  and  I  might  just 
suggest  that  I  think  you  re  going  to  possibly  create  such  a  flurry  of 
political  activity  over  this  issue  that  you  may  go  back  to  States  like 
New  York,  California,  and  Texas  which  have  done  I  think  the 
correct  thing  in  the  last  couple  years,  as  well  as  other  States, 
moving  these  34  States  that  have  at  least  recognized  the  problem 
and  have  tried  to  deal  with  it — maybe  not  to  the  full  satisfaction  of 
all  of  you  or  others,  but  at  least  recognized  the  real  economic 
problems  and  are  moving  in  that  direction — I'd  be  deeply  con- 
cerned politically,  putting  aside  the  substantive  issues — politically 
during  that  3-year  period,  I  guarantee  as  I  sit  here  you're  going  to 
see  political  activity  in  every  one  of  these  States,  including  the 
States  where  there  s  been  improvement  in  usury  laws,  that  are 
going  to  create  some  political  candidacies  on  this  issue  and  this 
issue  alone.  If  you  assume  that's  been  done  in  Arkansas  with  the 
votes  occurring  there,  I'll  guarantee  it's  going  to  happen  in  New 
York,  Connecticut,  California,  and  Texas  and  every  other  State  in 
this  country  in  3  years,  and  I  would  suspect  we'll  be  back  at  this 
table  and  suggesting  legislation  that  does  not  allow  States  to 
impose  its  own  ceiling.  Just  as  a  political  aside,  I  think  that  ought 
to  be  considered  in  debating  whether  or  not  we  ought  to  leave  this 
to  the  States. 

At  any  rate,  I  know  you  all  oppose  indexing  and  you  all  indicate 
in  your  testimony  that  you  think  that's  a  bad  idea.  Let  me  ask 
some  advice.  If  you  were  going  to  advise  someone  who  thought 
maybe  trying  to  index  this  were  a  better  way  to  do  it,  which 
indicator  would  you  use,  even  though  I  recognize  that  none  of  you 
like  the  idea  of  indexing? 

Mr.  Gunderson.  It's  a  long  pause. 

Mr.  Hammer.  Senator,  we  were  asked  by  Congressman  Lar'alce, 
and  also  he  asked  the  New  York  State  Bankers  Association,  to  do  a 
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study  on  an  index  that  might  be  appropriate.  We  did  a  good  faith 
legitimate  study  looking  at  every  possibility  and  everything  we 
came  up  with  had  inequities  either  for  the  borrower  or  some  seg- 
ment of  the  lending  population.  We  finally  said  there  really  isn  t 
any.  I  think  the  Congressman  testified  to  that  effect  last  week. 

Mr.  Gunderson.  I  have  the  same  problems  with  an  index.  No 
matter  which  one  you  end  up  using,  you  find  flaws  in  it.  Senator.  I 
think  still,  the  ultimate  index  is  the  marketplace. 

Mr.  Russell.  There's  one  other  problem  with  an  index  that's 
perhaps  peculiar  to  bank  card  credit,  but  might  be  a  problem  with 
any  open-ended  type  of  credit,  and  that  is  if  you  go  with  an  index- 
ing scheme  that  implies  virtually  a  floating  rate  type  situation. 
The  operational  and  accounting  problems  of  any  open-end  line  of 
credit,  particularly  one  that  has  a  velocity  of  a  credit  card  account, 
in  trying  to  follow  a  floating  rate  concept,  are  such  that  it  would  be 
almost  impossible  for  any  bank  or  savings  institution  to  try  to 
follow  and  build  into  their  program. 

Senator  Dodd.  I  would  be  interested  in  that  work  that  was  done. 
Anyway,  some  are  more  onerous  than  others  in  terms  of  indexing. 
I  would  be  interested  in,  and  you  might  just  respond  in  writing, 
which  ones  you  found  particularly  dangerous  in  terms  of  your 
organizations. 

Mr.  Hammer.  I  would  be  glad  to  submit  that. 

Senator  Dodd.  You  sort  of  responded  to  this  question  by  Senator 
Proxmire — I  think  you  did,  Mr.  Hammer,  with  regard  to  Mr. 
Boyle's  testimony  this  morning  with  regard  to  bankruptcies  and 
how  he  tried  to  or  did  track  bankruptcies,  the  greater  instances  of 
bankruptcies  where  the  ceilings  were  higher,  and  you  pointed  out 
you  thought  the  problems  were  with  the  bankruptcy  laws,  not  with 
the  ceilings. 

I  wonder  if  any  of  you  have  any  response  to  that  at  all? 

Have  you  done  any  work  on  that  at  all? 

Mr.  Hammer.  I  think  the  basic  answer  to  that  is  the  reason — if 
the  data  is  correct,  and  I  have  not  seen  that — if  it  is  correct  that 
there  are  fewer  bankruptcies  in  States  with  lower  ceilings,  it  would 
be  because  availability  is  much  less  because  the  lenders  in  those 
States  would  have  to  be  so  tough  on  credit  that  they  wouldn't  take 
any  chances  with  people. 

Mr.  Russell.  One  other  thing.  There  might  be  a  correlation 
between  the  rate  of  interest  charged  in  a  State  and  the  unemploy- 
ment situation  in  a  given  State.  For  example,  I  don't  know  what 
the  rates  are  in  Michigan,  but  I've  got  to  believe  their  bankruptcy 
rates  are  fairly  high  these  days,  whereas  if  you  get  to  a  relatively 
high  employment  State  they  may  indeed  have  low  rates  but  you're 
dealing — it  seems  to  me  you  can  extract  statistics  like  that  that  are 
almost  amorphous.  One  doesn't  prove  the  other. 

Senator  Dodd.  That's  sort  of  the  problem  in  having  them.  People 
can  come  up  with  a  bag  of  statistics  to  prove  almost  any  point  and 
conveniently  avoid  others  that  would  tend  to  either  disprove  the 
point  they  are  making  or  at  least  raise  certain  questions  about  it, 
and  I'm  finding  myself  on  this  argument  on  this  matter  being 
buried  in  statistics  where  all  the  blame  is  being  laid  on  the  ceilings 
in  one  case  and  then  where  the  ceilings  are  raised  it's  other  statis- 
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tics  that  have  contributed  to  either  bankruptcies  or  a  decline  in  the 
economy  of  a  State  or  whatever.  So  it's  a  rather  difficult,  matter. 

Mr.  Hammer,  I  think  you  certainly  made  a  persuasive  argument 
for  the  need  for  Federal  action  since  it  is  a  multi-State  situation.  It 
was  a  good  argument  you  raised,  but  I'm  wondering  if  you  wouldn't 
agree  that  that  argument  is  equally  applicable  or  should  be  appli- 
cable to  consumer  protection  laws;  that  if  we're  going  to  address 
this  issue  maybe  we  should  preempt  all  elements  of  the  loan  trans- 
action, not  just  one  element  of  the  loan  transaction  as  is  being 
advocated  here.  And,  if  so,  which  consumer  protection  laws  would 
you  like  to  see  included  in  this  legislation  if  you  agree  that  we 
ought  to  deal  with  the  whole  transaction  and  not  just  one  part  of  it 
if  you're  dealing  with  multi-State  matters? 

Mr.  Hammer.  It  seems  to  me  the  many  statutes  passed  at  the 
Federal  level  on  consumer  protection  over  the  past  15  years  have 
given  rise  to  no  evidence  that  they  are  not  working,  and  if  you 
layer  those  on  top  of  what  the  States  already  have  and  the  layer  on 
top  of  the  known  contract  law,  it's  not  a  real  problem.  The  laws  are 
so  comprehensive  already  that  it  seems  to  me  the  protections  are 
there. 

Senator  Dodd.  Don't  you  run  into  the  same  thing  if  we're  going 
to  deal  with  this  and  preempt  you've  got  the  multi-State  creditor.  I 
think  to  use  the  automobile  in  a  sense  that  here's — I  don't  know 
how  far  this  argument  is  going  to  go  in  dealing  with  your  50 
different  jurisdictions — a  creditor  has  got  to  prepare  to  deal  with  in 
as  many  States  as  he  has  businesses  in  and  certainly  that  creates  a 
problem  for  him.  So  it  would  seem  to  me  if  we're  going  to  eliminate 
one  part  of  the  problem  that  it  would  be  in  his  interest,  as  well  as 
the  consumer's  interest,  to  try  and  apply  some  of  the  consumer 
protections  across  the  board  with  this  legislation. 

Mr.  Hammer.  Well,  you  have  the  problem  of  Federal  involve- 
ment versus  States  rights  obviously  there. 

Senator  Dodd.  That's  selective,  though. 

Mr.  Hammer.  Yes,  it  has  been  selective,  but  those  12  or  15  major 
consumer  protection  statutes  that  have  been  advanced  over  the 
past  few  years,  while  selective,  are  awfully  comprehensive.  But  I 
must  say,  essentially,  I  think  you  have  a  point. 

Senator  Dodd.  My  time  is  up. 

Senator  Lugar.  Thank  you,  Senator  Dodd. 

Gentlemen,  earlier  this  morning  when  we  were  discussing  how 
credit  controls  might  work  in  trying  to  hold  interest  rates  to  a  dull 
roar  at  least,  Mr.  Schechter  of  the  AFL-CIO  suggested  that  during 
credit  controls  last  year  interest  rates  went  down  and  this  relieved 
a  good  number  of  problems,  and  one  of  his  theories  was  that  what 
we  are  really  looking  at  is  a  situation  of  high-interest  rates  and 
that  relief  from  that  generally  might  relieve  our  entire  problem. 

Now  correspondingly,  other  arguments  have  been  made  that  the 
usury  ceiling  in  Arkansas  or  elsewhere,  for  that  matter,  have  the 
effect  of  restricting  credit,  that  people  stop  borrowing  and  stop 
extending  credit  and  that  may  be  a  useful  result.  We  have  not  really 
extensively  taken  a  look  philosophically  at  that  problem  in  terms  of 
freedom  of  choice,  freedom  of  purchase  or  consumer  freedom  at  all. 
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The  assumption  has  been  essentially  that  somehow  or  other  the 
consumers  got  along,  they  kept  buying  even  though  we  were  argu- 
ing on  the  other  side — at  least  those  gentlemen  were — that  there 
were  times  when  the  consumer  maybe  shouldn't  have  the  opportu- 
nity to  consume,  to  buy  automobiles  or  buy  whatever  else  it  is,  that 
they  may  decide  collectively  that  enough  is  enough,  and  they  sort 
of  go  back  in  a  hole  and  are  quiet  for  a  while  until  the  economy 
changes. 

I  highlight  this  argument  because  it  seems  to  me  a  very  strange 
and  curious  argument,  that  a  large  majority  of  Americans  would 
not  accept  at  all.  I  would  gather,  for  example,  that  most  members 
of  the  AFL-CIO  would  not  buy  the  idea  that  people  ought  to  stop 
buying  automobiles  for  long  periods  of  time  or  that  a  good  number 
of  consumers  in  our  country  should  just  stop  buying.  It  seems  to 
me  implicit  in  all  of  this  that  we  are  talking  about  now  we  facili- 
tate consumer  choice,  and  the  problem  of  doing  so  in  an  economy 
in  which  interest  rates  are  high  and  may  go  higher  and  bump  up 
against  these  ceilings;  and  my  question  then  becomes  not  whether 
consumers  ought  to  be  restricted  by  the  Federal  Government  or  by 
State  governments,  but  how  they  might  be  facilitated? 

VISA  NOT  AFFECTED  BY  USURY  CEILINGS 

What  seems  to  me  intriguing  about  the  testimony  of  this  panel, 
beyond  all  the  important  arguments  that  you've  made,  is  the  fact 
that  there  has  been  institutional  change  of  many  sorts— the  VISA 
testimony  particularly  is  interesting  because  through  the  electronic 
banking  medium  apparently,  as  you  say,  64,500,000  people  in  this 
country  are  holding  these  cards.  That's  almost  a  third  of  our  entire 
population  and  for  various  reasons  they  are  not  affected  by  any  of 
what  we  are  talking  about  today.  None  of  the  usury  ceilings  apply. 
VISA  is  not  the  only  card  issuer,  of  course.  There  are  other  people 
in  this  business.  And  my  guess  is,  by  the  time  we  added  all  these 
cards  together,  that  most  people  in  our  country — in  fact,  you  may 
know  precisely  the  percentage  of  persons — have  in  fact  already 
evaded  the  whole  usury  ceiling  problem  successfully. 

So,  as  you  pointed  out,  either  individually  or  collectively,  what 
we're  talking  about,  quite  apart  from  anything  we  got  into  to  begin 
with  as  a  consumer,  is  a  large  bank-small  bank  problem  in  a  way 
or  electronic  medium  as  opposed  to  a  stationary  institution  situa- 
tion, which  is  a  national  question.  As  you  pointed  out  in  the  VISA 
testimony,  you  said  the  largest  financial  institutions  have  already 
absorbed  the  initial  startup  cost  of  a  credit  card  operation  and 
therefore  are  in  a  good  position.  In  fact  20  out  of  1,500  people 
issuing  cards  now  issue  50  percent  of  them.  So  if,  in  fact,  we 
continue  on  the  track  that  we  are  now  on,  with  the  hodgepodge  of 
state  usury  ceilings,  your  argument  is,  I  gather,  that  in  fact  the 
large  will  get  larger  and  the  small  may  not  exist  at  all,  at  least  in 
the  credit  card  business,  and  finally  will  be  restricted  to  very  local 
situations,  under  very  local  conditions,  and  that  if  one  was  arguing 
in  terms  of  competition  of  banking  institutions  in  this  country  and 
the  proliferation  of  many  persons  who  might  offer  credit,  one 
would  have  to  argue  in  favor  of  a  national  system  because  we  are 
already  in  the  process  of  having  one  whether  we  want  it  or  not. 
And  the  net  effect  of  failure  to  pass  this  bill  will  simply  mean  that 
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more  of  those  small  institutions  will  be  at  some  point  out  of  the 
consumer  credit  business  altogether,  to  the  detriment  of  those  com- 
munities, the  banks,  savings  and  loans  and  whoever  else  is  in- 
volved in  it.  This  may  overstate  the  argument  you  were  driving  at, 
but  I  stated  this  baldly  just  to  gain  the  reaction  of  each  of  the 
three  of  you. 

Is  this  essentially  what  we  are  talking  about?  Why  is  this  a 
national  problem?  It  is  a  consumer  problem,  but  we  are  really 
talking  about  the  institutional  questions  of  large  banks,  small 
banks,  electronic  situation  as  opposed  to  the  stationary  situation. 
Would  you  comment  at  all  on  that  idea? 

Mr.  Russell.  I  would  be  delighted  to.  First  of  all,  with  respect  to 
the  usury  statutes,  you  can't  really  say  that  the  banks  by  virtue  of 
the  national  scope  of  issuing  cards  have  gotten  completely  around 
the  usury  statutes.  Some  banks  have  by  virtue  of  either  where  they 
are  domiciled  or  where  they  have  moved  their  operations,  so  they 
are  operating  in  States  that  are  statute  free. 

Senator  Lugar.  If  I  may  interject  at  this  point,  if  there  were  one 
State  in  the  Union  that  did  not  have  a  usury  ceiling,  then  the 
ballgame  is  over.  Everybody  who  wanted  to  issue  cards  would  go  to 
that  State  and  start  issuing  them. 

Mr.  Russell.  That  would  be  enough  to  provide  that  loophole. 
Now  the  unfortunate  thing  is  the  smaller  institution  can't  afford  to 
do  that  because  there  are  capitalization  requirements  and  consider- 
able expenses  as  well  as  all  the  other  things  necessary  to  operate  a 
facility  remote  from  your  corporate  headquarters.  In  addition  to 
not  being  able  to  afford  it,  most  institutions  other  than  banks  can't 
even  legally  do  it.  So  that  you  automatically  eliminate  the  credit 
unions  and  the  S&L's.  What  the  usury  statutes  effectively  do  is 
they  preclude  to  a  great  extent  the  local  issuance  of  credit  and 
turn  that  market  de  facto  over  to  someone  who  can  charge  a 
reasonable  fee,  enough  to  make  some  money  in  the  business,  who 
then  comes  into  that  local  market  and  establishes  those  customer 
relationships.  And  I  think  you  have  summarized  it  very  eloquently. 

Mr.  Hammer.  And  he  probably  does  so  less  efficiently  because 
local  collection  of  debts  is  much  more  efficient  than  trying  to  do  it 
from  afar. 

Mr.  Dumler.  Senator,  if  I  could  add  one  statement,  we  do  know 
that  this  type  of  credit  extension  is  much  different  than  almost 
anything  else  we  do.  In  my  particular  institution,  which  is  a  unit 
bank  in  Colorado,  the  single  outlet,  we  have  nearly  50  percent  of 
our  total  credit  card  customers  outside  the  State  of  Colorado.  Moat 
of  that  is  because  of  the  ease  of  making  that  service  available  and 
continuing  to  support  those  customers  who  perhaps  took  on  our 
service  10  or  12  years  ago  who  would  like  to  continue  it  but 
perhaps  with  our  mobile  society  have  now  moved.  So  I  think  the 
distribution  networks  we  have  today  indeed  have  changed  and  for 
our  institution  to  have  a  unique  advantage  over  a  Little  Rock  bank 
or  a  customer  that  resides  in  Arkansas  seems  to  me  to  be  a  real 
problem. 

Senator  Lugar.  I  think  that's  an  intriguing  idea.  A  small  bank 
in  Colorado  and  50  percent  of  your  business  is  with  people  outside 
of  that  State,  and  it  s  an  important  thought  because  geographically 
we  are  pegged  in  this  hearing  thinking  about  State  laws  and 
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almost  oblivious  of  how  commerce  actually  occurs  in  this  country 
today. 

Mr.  Russell.  I  would  like  to  make  one  other  point.  We  have 
referred  to  Arkansas  so  often,  I'd  like  to  focus  on  some  other  States 
which  perhaps  commercially  are  significantly  more  important  than 
Arkansas.  Trie  State  of  Pennsylvania,  for  example,  which  I'm  fa- 
miliar with,  has  a  12-percent  usury  statute  on  the  cash  advance 
aspect  of  credit  cards  and  15  percent  on  purchases.  They  are  per- 
mitted no  annual  fees.  They  recently  reviewed  that  statute  in  the 
legislature  and  chose  to  do  nothing  about  it.  So  there  is  no  immedi- 
ate relief  in  a  significant  State.  Oregon  is  another  example  that 
has  a  15-percent  cap,  no  fees,  no  relief  immediately  in  Bight.  If  it 
were  perhaps  isolated  with  Arkansas,  the  problem  might  not  be 
serious;  but,  unfortunately,  it  is  not.  It's  rather  widespread. 

Senator  Lugar.  Would  any  of  you  be  able  to  offer,  with  regard  to 
those  significant  States — Pennsylvania,  Oregon — how  are  people 
getting  consumer  credit  in  those  States? 

HOLDING  ACTION 

Mr.  Russell.  What's  happening  now  is  kind  of  a  holding  action. 
Most  of  the  banks  in  these  States  have  not  yet  begun  to  significant- 
ly turn  off  consumer  credit  because  they  are  hoping  for  either  one 
of  two  things  to  happen — either  the  cost  of  money  to  go  down, 
which  seems  to  be  more  and  more  a  forlorn  hope;  or  some  kind  of 
relief  either  nationally  or  on  a  statewide  basis  on  usury. 

This  holding  action  can  only  last  so  long  and  I  think  it  is  begin- 
ning to  wear  rather  thin  around  the  edges.  I  would  not  be  sur- 
prised to  see  some  cutting  back  if  things  don't  materialize  pretty 
quickly. 

Mr.  Hammer.  I  think  basically  that  we  have  already  seen  the 
signs  of  lower  availability  in  those  States.  The  bank  I  mentioned 
earlier,  the  correspondent  that  I  was  asked  to  look  at,  happened  to 
be  a  Pennsylvania  bank.  They  are  just  not  lending  anymore.  An- 
other Pennsylvania  bank  I  know  of  has  resold  their  credit  card 
portfolio.  So  it's  taking  effect,  no  question  about  it.  When  I  said 
that  the  conditions  were  intensifying  and  the  rates  would  stay  the 
same,  you  can  lose  money  on  yourportfolio  for  several  months  and 
your  boss  looks  at  you  and  says,  "That's  not  too  good."  If  it  goes  on 
for  6  months  or  a  year,  he  says,  "That's  bad."  That's  a  little 
different. 

Senator  Lugar.  Then  you're  called  in  as  a  consultant  and  it's 
terminated. 

Gentlemen,  we  appreciate  very  much  your  coming  today  and 
thank  you  for  your  testimony. 

The  Chair  would  like  to  now  call  a  panel  comprized  of  Frank  L. 
Coffman,  Jr.,  president,  First  Federal  Savings  &  Loan,  Harrison, 
Ark.,  on  behalf  of  the  National  Savings  &  Loan  League;  Philip  R. 
Brinkerhoff,  president,  Federal  Home  Loan  Mortgage  Corp.;  Joseph 
N.  Cugini,  chairman,  Credit  Union  National  Association;  and 
Vernon  J.  Dwyer,  secretary  of  the  National  Association  of  Federal 
Credit  Unions,  manager  of  the  Pentagon  Federal  Credit  Union, 
Arlington,  Va. 

Before  you  commence,  gentlemen,  a  gentleman  from  Pennsylva- 
nia has  indicated  that  for  the  sake  of  the  record  the  Pennsylvan 
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Testimony  of 

Frank   L.    Coffman,   Jr. 

on  behalf  of  the 

National   Savings   and   Loan   League 

Mr.   Chairman,   Members  of  the  Subcommittee,    I  am 
Frank   L.   Coffman,   President  of   First   Federal   Savings  and 
Loan  Association  of  Harrison,  Arkansas.      I  am  here  today 
speaking   on   behalf  of  the   National   Savings   and   Loan   League. 

Mr.   Chairman,    last   year   the   Congress  enacted    the 
Depository   Institutions   Deregulation   and   Monetary   Control 
Act  of  I960    (PL  96-221),  one  of  the  most  significant  finan- 
cial  institutions  bills  to  be  signed   into  law  in  fifty 
years.      The   purpose  of   that   legislation   and  many  of   Its 
specific  provisions  bear  directly  on  the  issue  before  this 
Subcommittee   today. 

By  enacting  this  legislation.  Congress  set  in  notion  a 
six-year  transition  toward  a  more  competitive,   free  market 
environment   for    the   nation's   financial    institutions   in   which 
rates  paid   to   savers  by  commercial   banks  and   thrift   institu- 
tions on   all    forms  of  savings  will   be   set  by  the   market 
rather   than  by  regulators.      The  Congress   had   two  objectives 
In  mind — equity   for   savers   and   enhancement   of   the   competi- 
tive position  of  banks  and  thrifts  vis-a-vis  nondeposltory 
competitors,   such  as  money  market  mutual    funds.      The 
Congress  recognized,  however,  that  the  nation's  savings  and 
loan  associations  are  not  able  to  compete  directly  with 
banks  in  a  free  market  environment  because  thrift  assets  are 
restricted   essentially,  to   long-term,    fixed-rate   mortgage 
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loans  and  because  Che  range  of  services  they  can  offer    is 
United. 

To  improve  the  competitive  position  of  .the  savings  and 
loan  Industry  and  permit  It  to  Increase  earnings,   PL  96-221 
provides,  among  other   things,  NOW  account  authority,   trust 
account  powers,  and  a  limited  authority  for  consumer 
lending.      The   new  law  allows   a   federal   savings  and   loan 
association   to   have   up   to   20%  of   its  assets   in  consumer 
loans,    secured   or   unsecured- 


Profitable  consumer  lending  will  be  critical  to  the 
future  viability  of  many  savings   and   loan   associations.      If, 
as  the  law  mandates,  we  are  going  to  pay  depositors  a  market 
rate   of   return  on   their   savings,    we  have   to  be  able   to  earn 
a  market  rate  of  return  on  our  assets.     To  do  this,   the 
asset  portfolio  has  to  be  more  market  sensitive.     This  can 
best   be   accomplished   by   Improving    the   mortgage   instrument 
Itself   (a  goal  which  the  PHLB8  has  pursued  vigorously  and 
constructively)    and  by  diversifying   the   institution's  assets 
structure   to   include   shorter  maturity,    high  turnover   loans 
so  that  the  income  to  the  association  keeps  pace  with 
economic  cycles  and  fluctuations  In  market  interest  rates. 
Obviously,   consumer    loans  can   contribute   to   this  objective. 

The  Congress  recognized  that  even  under  the  best  of 
conditions,  thrift  Institutions  can  not  accomplish  this 
asset  adjustment  overnight,  and  provided  accordingly  a 
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six-year   transition  leading   to  the  end  of  Regulation  Q.     The 
consumer   lending   business   is  already  highly  competitive 
because   banks,    Einance   companies   and   credit   unions  compete 
for   the   same  market.      As   a   practical  matter,    it  will   be 
several   years   before   savings   and   loan   associations  capture   a 
significant   share  of   this  market.      Of  course,    the  more 
competitors   there   are   in   the  market,   the   better    from   the 
consumer's   point  of  view. 

It  should  be  obvious,  Mr.  Chairman,  that  the  consumer 
lending  aspect  of  PL  96-221  can  only  accomplish  its  stated 
objective  if  savings  and  loan  Institutions  can  profitably 
pursue  this  line  of  business.  One  of  the  primary  obstacles 
to  a  profitable  consumer  lending  program  today  is  the 
existence  of  outdated,  arbitrary,  rigid  usury  laws  in  many 
states. 

Economic  Uncertainty 

Several  economists  have  advised  the  National   League 
that   we  can   expect   inflation   to  continue   at  or   near    10*   per 
year   for  the   foreseeable  future  and  that,  given  Federal 
Reserve  monetary  control   policies,    interest   rates  will 
continue  to  be  highly  volatile.      In  this  kind  of  economic 
environment,    interest  rate  ceilings,   which   are  not  quickly 
or  readily  responsive,   result  in  distortions  of  the  credit 
market.     Credit  availability  is  restricted  where  the 
anticipated   return  is  below  generally  prevailing  rates. 
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Consumer    interests  and  the  overall  efficiency  of  oor  economy 
will   be  better   served   by  a   system   that   allocates  credit  by 
price   and   competition. 

The  demand   and   need   for   credit   in   the   context  of 
economic   uncertainty  Justifies  the   preemptive   actions   taken 
by  Congress  In  PL  96-221  and  also  justifies  extending  the 
general   preemption   of  mortgage   lending   usury  ceilings  to 
consumer  lending. 

Moreover,  when  national  market  interest  rates  fluctuate 
as  greatly  as   they  have   this  past   year,    fixed   usury  ceilings 
distort  the  allocation  of  credit  and   inhibit  the  overall 
efficiency  of  our  economy's  delivery  of  goods  and  services. 
Where   usury  ceilings  are   substantially  below  market   rates, 
credit   is   restricted. 

Market  interest  rates  in  every  state  are  virtually 
dictated  by  policy  decisions  made  here  in  Washington.     Every 
savings  and   loan   association   in   the   country   is   subject   to 
the  fiscal  and  monetary  policy  actions  of  the  Congress,   the 
Treasury  and    the   Federal    Reserve.      Actions  of   these   federal 
authorities   have  resulted    in   a   situation   where   the   rates   we 
must   pay  to   attract   savings   is  higher    than   the   return  on 
existing   loan   portfolios   and,    in  many  cases,   higher   than 
loan   rates   permitted   by  state   law.      He   feel   justified,   there- 
fore,   in   urging   the   federal  government   to  give   us   relief 
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from    usury   restrictions   since   federal   government   policy   is 
the   key  determinant  of  our   cost  of   funds. 

Due  to  market  conditions,  an  ever-increasing  dependence 
on   short-term,    market-sensitive  deposits,    and   recent  actions 
of  the   DiDC,    the  deregulation  of  our    liability  structure    is 
proceeding  much    faster   than   anyone  expected   on  March   31, 
1980.      The  elimination  of  interest  rate  controls  has 
increased   the  cost  of   funds   to   financial   institutions. 
Costs    Incurred   by  these    institutions   are   essentially  a 
function  of  national  economic  events  and  policies.     States 
neither   determine    these   policies   nor   can   they  protect 
institutions  front  their  effects.      It  is  inequitable  to  both 
lenders  and  borrowers  for  the  cost  of  funds  to  be  determined 
on   a  national   level   while  decisions  regarding   interest   rate 
ceilings  on  credit  extensions   are   left   to   state  governments. 
The   costs   and   price  of   funds  are  directly  related,   and   the 
federal  government  should  recognize  this  relationship. 

Many  members  of  this   subcommittee  will   recall   that  we 
made    these   same   arguments   in   this   hearing   room  with   respect 
to  mortgage   credit   in   1979   and   1980.      W*   firmly  believe  that 
the   case   for    federal   preemption   is  equally  justified   for 
consumer   loans . 
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Interagency  Task   Force   on   Thrift   Institutions 

One  of  the  provisions  of  PL  96-221  was  the  creation  of 
an  Interagency  talk  force  aet  up  for  the  purpose  of  looking 
ahead  to  the  future  of  the  thrift  Institutions  of  this 
country  and  rooking  a  report  of  Its  findings  and  recommenda- 
tions  to  the  Congress.  The  Report  of  the  Task  Force,  filed 
on  June  30,  1980.  contains  an  analysis  of  state  usury  laws 
governing  consumer  lending.  The  findings  of  the  Task  Force 
are  essentially  consistent  with  the  view  we  have  expressed 
here  today.  We  were  greatly  encouraged  by  their  recouen- 
dation  that  Congress  seriously  consider  a  general  preemption 
in   the  area  of  consumer   credit. 

As   to   the    importance  of   this   issue   to   the   thrift 
industry,   the  Task  Force  said: 

"And  any  improvement  in  the  functioning  of  the 
consumer  lending  market  could  enhance  the  ability  of 
thrifts  to  participate  directly  in  this  area.  This 
could  Improve  thrifts'  ability  to  compete  with  other 
financial  intermediaries  for  consumer  deposits  ae  well 
as  improve  thrifts'  earnings  through  their  partici- 
pation in  the  consumer  credit  area." 

The  Task  Force  also  concluded  that; 

"Thrifts  may  have   little    incentive   to  diversify 
into  consumer  lending  as  long  as  state  restrictions  on 
finance   rates  make   such   lending   unprofitable.      The 
problems  generally  caused  by  usury  limits  are  not  new 
but   have  been   more   evident   recently  as  market   interest 
rates   rose   above   these  ceilings.      As   the   cost  of   funds 
rises  but   usury  ceilings   restrict   the   permissible 
finance   rate   that  may  be  charged,   lending   institutions 
channel   funds  into  other  types  of  loans  or  other 
geographic  markets." 
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Finally,   as   Co   the    Impact  on  credit   availability  and 

consumer   protection,    the   Report   says: 

•Permitting   thrift   institutions   to   offer   a   wide 
variety  of  credit  potentially   increases  the  options 
available   to  borrowers.      This   in    itoelf   should   reduce 
the  need   for   usury  ceilings   as   a  protection   for 
consumers   against  monopolistic   lending   practices.      At 
the  same  time,  consumer  lending  undertaken  by  thrifts 
could   provide   increased   cash    flow  and,   after   start-up 
costs   are  covered,   more   flexible  earnings   for   thrifts, 
thus   strengthening   their   long-run   ability  to  provide 
nortgage-origination   services   and   to  attract  deposits 
as  a   source  of   funds   as   well.* 

S.    1406   and   S.    963 

The  National    League   welcomed    the    introduction  of  the 

two  bills  before   the   subcommittee   today.      He   are  grateful   to 

Senators   Bumpers  and   Pryor   for    introducing   S.    963   and 

Senators   Lugar,    Garn,   D'Amato   and   Proxmire   for   sponsoring 

S.    1406. 

S.    963  would  permit  any  lender  to  lend  at  a  rate  of  up 
to  1%  above  the  Fed  discount  rate    (inclusive  of  surcharges) ■ 
I   am   advised   that  currently   this   approach   would   permit   loan 
rates  of  up  to  about   19*   in  states  with  usury  ceilings  below 
that   rate.      While   this   legislation  would   certainly  help  my 
institutions   and   other   lenders    in   Arkansas    (where   we  cur- 
rently have   a   lot   usury  ceiling).    It   is   the   opinion  of   the 
National   League   that   S.    963   is   not   the  most  desirable 
approach.      There   are   two   reasons   for   this.      Pirst,   the   argu- 
ments  we   have  made   are  equally  applicable   to   usury  ceilings 
whether    they  be   state   or    federal    in  origin.      Second,   while 
there  is  an  historic  virtue  to  the  discount  rate  index,   it 
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Senator  Lugar.  Thank  you  very  much,  Mr.  Coffman.  I  want  to 
mention  that  Representative  Hammerschmidt  called  the  Chair  and 
wanted  to  give  a  special  greeting  to  you  during  your  appearance 
here  today. 

I  call  now  upon  Mr.  Philip  Brinkerhoff. 

STATEMENT  OF  PHILIP  R.  BRINKERHOFF,  PRESIDENT, 
FEDERAL  HOME  LOAN  MORTGAGE  CORPORATION 

Mr.  Brinkerhoff.  Thank  you,  Mr.  Chairman. 

As  president  of  the  Federal  Home  Loan  Mortgage  Corp.,  I'm  very 
pleased  to  testify  today  in  support  of  legislation  which  would  broad- 
en the  Federal  preemption  of  State  usury  laws  to  include  consumer 
loans. 

[Complete  statement  follows:] 
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Statement   of 


FEDERAL  HOME   LOAN  MORTGAGE   CORPORATION 

Mr.    Chairman,    members  of    the   subcommittee,    I   am  Philip  R. 
Hrtnkerhoff,    president  of    the    Federal   Home   Loan   Mortgage    Corpora- 
tion.      I  am  pleased    to    testify   today    in    support   of   legislation  which 
would   broaden   the    federal   preemption   of   state    usury   laws   to    Include 
consumer  loans.      The  corporation  has  a  special   interest   in  S.140C 
and   5.963  since  restrictive  usury  ceilings   in  a  number  of  states 
currently  limit   lenders'    ability   to  participate   in  the  corporation's 
home  improvement  loan  purchase  program. 

The  Federal  Home  Loan  Mortgage  Corporation  was  established  by 
Congress  in  1910  to  establish  and  promote  a  secondary  «arket  for 
conventional  loans.  During  the  past  10  years,  the  corporation  has 
purchased  over  $25  billion  in  mortgages  and  sold  over  $20  billion  in 
conventional  mortgaged -backed  securities.  Congress  authorised  the 
corporation  to  purchase  energy  conservation  loans  and  home  improve- 
;   1978. 


In  January  of   this  year,   the  Mortgage  Corporation  began   the 
first  nationwide  pilot  secondary  market   for  purchase  of  these   loans. 
Since   that   time,   over  9,000   lenders  across  the  country  have 
expressed   interest   in  qualifying   to  participate   in   the  program. 
These    include   savings   and    loan   associations,    mutual    savings  banks, 
commercial   banks,  mortgage  banking  companies  and  credit  unions. 
Other  consumer  lenders  which  qualify  as   FHA  Title  1  lenders  may  also 
participate  if   they  meet  prescribed   requirements.     Ne  have  completed 
a   series  of  'fourteen  seminars  across  the  country  to  acquaint   lenders 
with  our  program.      More   than  2,700  lenders  attended. 
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lenders  can  tap   foe  outside    funds. 

Under  our  progran,    a    lender   is  able   bo  sake  hose    isprovtsnot 
and   energy  conservation    loans  and  sell   to  the  corporation  ■   partici- 
pation   interest  of  80  percent   in  each   loan.      Kith    the  proceeds   froa 
the   sale,    the   lender  can  originate  other   none    iuprovenent    loans,      ft 
suunary  of  our  hone   inprovenent   loan  progran  features    is   attached    to 
our    statement.      Active  participation    in  our  progran  will   enable 
lending   institutions  to  sake   further  contributions  to   local  efforts 
to  pronote   bone   rehabilitation,    neighborhood   revitalliation,    and 
energy  conservation  activities. 

Unfortunately,   the  availability  of  our  new  progran  will  not 
result  in  open  loan  windows  in  those  states  where  state  usury  ceil- 
ings   for    junior  mortgages   and   consumer    loans  are   set  at   unreallatic- 
ally  low  levels.     A  similar  situation  existed    for  conventional  Mort- 
gage  loans  prior  to  the  action  taken  by  Congress  last  year. 

without  this  legislation,   lenders    In  states  with  usury  cellinga 

loans  with  sufficient  yields  to  cover  their  coats  and  moot  our 
required  program  yields.     The  yields  we  will    require  on   the   loans  we 
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purchase  under  this  program  will  reflect  the  cost  to  us  of  borrowing 
funds    in   the  capital   markets   plus  our  own   coats  of  doing   business. 
While  our  pilot  hone  improvement   loan  program   is  currently  financed 
with  debt,   we   hope    to    finance   these   purchases    in    the    future  by   the 
■ale  of  securities  which  represent  an  ownership  Interest   in  these 
loans.     We  have  designed  our  hone   improvement   loan  program  to  oper- 
ate  in  a  streamlined  manner   so  our  own  costs   will   be  minimized. 
Therefore,   the  major  determinant  of  our  yields  will  be  the  rates  we 
have  to  pay  for  funds  In   the  capital  markets. 

The   Depository   Institutions   Deregulation   and   Monetary  Control 
Act  of   1980  provides  a   federal   preemption  of   state  usury  laws 
applying  to  first  mortgages.      In   addition,   the  Act  provides  that 
federally- insured  depository   institutions  may  originate   loans   other 
than   first  mortgages  at  rates  which  do  not  exceed   the  greater  of 
either    the   state   usury   ceiling  or  one  percent   above    the    federal 
Reserve  discount  rate.      In   today's  market,   this  option  does  not 
provide  meaningful  relief   for  secured   and  unsecured  consumer  lending 
because   the  Discount  Rate   is  at  14  percent  —  substantially  below 
the  market  rate   for  such  loans.      FiU  Title   1  home   improvement  loans 
already  enjoy  preemption   under   the   Housing   and  Community   Development 
Amendments  of   1979.      5.1406,    as  drafted,    would   preempt    state    usury 
laws   for  secured   and  unsecured  consumer  loans  and  credit  cards  and 
would   expand   lenders'    access    to    the  corporation's   home   improvement 
loan, purchase  program. 
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Over   the  past  several  months,   we  have   conducted  a  survey  of 
state    law   to  determine    the   effect   of   state   usury  ceilings  on 
lenders'    ability   to  participate    In  our   program.      A  copy  of   the 
survey   results    is   attached.      The   survey   indicates   two   significant 
problem  areas  where  state  usury  ceilings  restrict  use  of   the  corpor- 
ation's  program  and    illustrate   the   compelling   need    for   the   relief 
provided   in  S.1406. 

In   31   states,    the    usury  ceiling    is   either   at  or   below  the    rate 
which   lenders  must  charge   to  meet    the  corporation's    required   net 
yield   plus   a   reasonable    spread    for    the   lender's   profit   and    adminis- 
trative costs.      The  corporation's  most   recent  required  net  yield   for 
hone    improvement   loans    is   16.5   percent.       Lenders   generally  add   1-1/2 
percent  to  cover  their  cost  and  profit.      Therefore,   the  lowest  in- 
terest  rate  which  most   lenders  would  charge   to  profitably  originate 
home    improvement    loans   for  sale    to   the  corporation   1*   16  percent. 
The  states  with  rates  at  or  below  18  percent  are   identified   in  the 
third   column  of    the   survey  as  causing  actual   or  potential   problems 
for   the  corporation.      Lenders  doing  business   in   these  states  would 
therefore  be  precluded  or  significantly  restrained   from  participat- 
ing  in   the  corporation's  program. 

An    'actual"    problem,    from   the   corporation's  viewpoint,    exist* 
when   the  usury  ceiling   Is  at  or  below  the  current  net  yield   required 
in  our   program.       Lenders    in   these    states   cannot    legally  originate 
loans   at   a   rate    high  enough    to  meet    the   corporation's  minimum    Inter- 
est rate  requirement.      A  "potential"  problem  exists  where   the   usury 
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celling  1b  equal  to  or  leas  than  18  percent  Cor  any  class  of  lender. 
Although  lenders  In  these  states  can  meet  our  miniumum  required  net 
yield,  they  would  have  to  originate  hone  improvement  loans  at  a  loss 
or  a  less  than  acceptable  profit.  Since  both  the  corporation's 
required  net  yield  and  many  usury  ceilings  are  variable,  the  number 
of  "problem"  states  constantly  changes  with  interest  rate 
fluctuations. 


The  second  major  problem  which  usury  ceilings  cause   for  lenders 
iriginating   home    improvement    loans    for   their  own  portfolio  Or   Sale 
:o  the  corporation   is  the  complexity  of  state  usury  lavs.      It   is 
rery  difficult   to  determine  the  actual  maximum  rate  at  any  particu- 
lar  time.      This  complexity  stems   from  several   factors.      Floating 
rates  appear  to  be  in  vogue  these  days  and  contribute  significantly 


to  the  complc 
indicates,   a 
state  usury  ce 
obtain  or  requ 


the  usury  c 
that   they  t 


ty  of  deciphering  state  i 
east  ten  different  indict 
lings.  Many  of  the  indii 
ddltlonal  computatior 


sury  laws.     As  our  survey 
>  are  used   to  determine 
M  are  either  difficult  to 


*   26  week   Treasury  bills    for  a  one   month  period)    and 
inlstrative  action  by  a  state  official  who  then  sets 
An   additional   problem  with   floating  rates   is 
:t  yields    to   the   supply  and   demand    for  a  different 
These  yields  do  not  necessarily  reflect  the  supply  and 
demand    for  home    Improvement   loans   and,    therefore,    ignore  market 
forces  and  create   inefficiency  in  this  market. 
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Another  major    factor  which  contributes    to   the   complexity  of 
state   uaury  laws    1*    that   rates  nay  vary  depending   upon    the    type   of 
lender  or   the   type  of   loan.       For  example,    In  many   states,    so-called 
'regulated"   lenders  are  exempt   from  usury  limits.     However,   mortgage 
bankers  and  consumer  finance  companies   In   the  same   jurisdiction  may 
be  subject   to  a  restrictive  usury  ceiling  which  excludes  then  from 
participating    in   the  corporation's   home    Improvement   loan  program. 
Often  the  usury  ceiling  varies  with   the   term  and   type  of   loans.      For 
example,   in  some  states,   the  rates  differ  if  the  loan   is  subject   to 
s   "snail   loan*  or  retail   installment  act  or  if   the  loan  term  is   for 
less    than   a   certain  number  of  years. 

Although   the  corporation   has  attempted    to    Insulate    itself   from 
the  necessity  of  monitoring  usury  ceilings  by  requiring  sellers  to 
warrant   that  each  loan  complies  with  applicable  usury  Iowa,   on 
several  occasions  the  corporation  has  been  forced   to  obtain  an 
interpretation  of  state  usury  laws.      For  example,   in  Kentucky  and 
Texas,    the   ability  of   lenders   to  originate    simple    Interest   loans  was 
uncertain  because  the  state  usury  laws  referred  only  to   "add-on* 
Lenders    in  these   states  would   not  originate    simple 
lome   improvement  loans   (simple   intereet   is  required  under 
our  program)   until   this  problem  was  resolved.      The  corporation  was 
required    to  obtain  an  opinion   from  both   states    to   clarify   how 
interest  could  be  calculated   under  the  applicable  usury  law.     This 
was   a   lengthy  and  costly  process. 
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This  complexity  has  ■  significant  dampening  effect  on  lender 
participation    in   the   corporation's  program,    especially  as   the  aoee- 
ment    touard   nationwide    lending   increases.      A   nationwide   lender 
intending   to  originate  home   improvement  loans   for  sale  to  the 
corporation  oust  be  equipped   for   the  difficult  and   time-consuming 
task  of  deciphering  and  continuously  Monitoring  usury  laws  in  all  of 
the  states  where   it  operates.      The  commitment  of    time  and   resources 
necessary  to  support  the  lender's  warranty  to  us  that  each  loan 
complies  with  applicable  usury  laws  may  become  a  significant  harrier 
to   participating    in  our  program   for   aany  of    these   lenders. 

usury  ceilings  originated   in  an  era  when  a  community's  credit 
demands  were  met   largely  from  funds  within  the  state.     Today,   this 
is   no  longer   true.      Local   credit  markets   are   closely   tied   to  and 
dependent  on  national  and   indeed,    international  credit  whets. 
During   the  past  two  years,   even  the  Bmallest   financial   institutions 
found    they  were   competing    for  savings  dollars  with   a  myriad   of 
investment  opportunities   their  depositors  were  anxious  to  explore. 

The  phase-out  of  Regulation  Q  and   the  new  investment  powers 
granted  to  thrift   institutions   in  the   Depository  Institutions  Dereg- 
ulation and  Monetary  Control  Act  of  198.0  reflect  the   interrelation- 
ship between  local,   national  and   international  credit  markets,   as 
well   as  the   increased  sophistication  of   Individual  depositors. 
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The    inclusion   of   the    federal    preemption  of   state    usury  celling* 
for  mortgages   in   this   landmark  legislation  tests  on  Congress'    reali- 
zation   that    Institutions  must   be   able    to  originate   loans   at   realis- 
tic yields   if   they  are   to  offer  savings  account  rates   that  vill 
attract  and  keep  depositors. 


iding   authority   granted    to    thrifts    in    the    Dereg- 
ulation Act   is  a  vital   tool   to  help  these   institutions  raise   their 
earnings  and  offset    some  of    the    losses   due    to    their   large   holdings 
of  older  low-yielding  mortgages.      However,   lenders   in  states  with 
low  usury  celling*  will   be  denied   use  of   this  new  investment  author- 
ity without  broadening  federal   preenptlon   to  cover  consumer  loans. 

It  may  be  helpful  to  the  committee  to  examine  the  Impact  of  the 
federal  preemption  of  state  usury  ceilings  for  mortgages.  From  the 
Mortgage  Corporation's  vantage  point,  I  can  *ay  without  reservation 
that  the  federal  preenptlon  you  provided  last  year  has  increased  the 
supply  of  mortgage  fund*  available  in  many  state*  which  had  restric- 
tive usury  ceilings.  For  the  greater  part  of  1979,  lender*  in  22 
states  were  unable  to  originate  home  mortgages  at  rates  which  would 
cover  their  costs  and  be  competitive  in  the  national  secondary  mort- 
gage market.  Lending  activity  and  consequently,  building  activity 
in  those  states  was  significantly  dampened  a*  interest  rate*  climbed 
and   institutions  experienced  dlsintermedlation. 
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I  am  aware  of  the  consumer  protection  issues  raised  by  soae 
Opponent*  of  federal  prcesiption  of  state  usury  laws.  In  today's 
li'iusiri'j  sarket,    competition  among   lenders,   which  will  be    further 
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enhanced   by   the   growth  of   the   secondary  market.    Hill   hold    ratea   at 
Levels  consistent  with  ratea  generally  prevailing   across  the  coun- 
try.     This   competition  provides    the   same   protection    to  consumers 
that   state   usury  ceilings  Mere   originally    Intended   to  give   when   the 
number  of  lenders  was  snail  and   the  only  available   funds  were 
contained   within   the  community. 

Recognlxing  this,  states  which  have  exercised  their  right  to 
reverse  the  federal  preemption  have,  with  the  exception  of  Kansas 
and    Maine,    not   re imposed   a   usury  ceiling. 

s.J.406  preserves  consumer  protections  provided  under  state  law 
and  also  givea  statea  the  right  to  reject  the  federal  preemption  at 
any  time  within   three  years  of  the  date  of  enactment. 


i   by  Senators  Bumpers  and  Pryor   is  also 
Intended   to  relieve  restrictive  usury  laws  and  provide   temporary 
relief  to  retailers  excluded   from  the  preemption  passed   last  year. 
The  bill,   which   is  more  limited   in  scope   than  S.1406,   would  allow 
any  person  or  organization  to  extend  consumer  credit  on   the  same 
terms  as   financial   institutions  under  the  omnibus  bill  of   last  year. 
The  provisions  of  the  legislation  would  extend  until   April   1,    1933, 
with  a  provision   to  allow  states   to  override   the   federal  preemption 
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While    I   support    the    Intent   of    S.9(,3,    the   bill, 
would    not  provide    the    relief  needed    in    the    31    states   where  lenders 
experience  actual  or  potential   problems   participating    in    the   corpor- 
ation's   home    improvement    loan   progra*.       Under    5.963,    loans   for  borne 
improvement  loans  may  be  originated   at  one  percent  above  the  Federal 
Reserve   Discount   Rate  which    is  currently    14  percent.      A  loan  origi- 
nated  at    IS  percent,    while    it  nay  be  a   significant    improvement    in 
the    state  Of  Arkansas  where    the    usury  ceiling    is  constitutionally 
■et  at  10  percent,   would   still   not  be  salable   to  the  corporation 
since  our  current  yield   is   16. 5  percent.      The   Discount  Rate,  which 
la  a   very  short   term  rate,    is  an   inappropriate   index   for  borne 
improvement   loans  which   have   much   longer   maturities.      For   these 
reasons,   the  corporation  supports  S.H06  as  a  more  comprehensive 
approach    to    the   problem  of   state   usury  ceilings. 

I   would   be   happy  to   respond    to  any  questions   you   have. 
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Senator  Lugar.  Thank  you  very  much,  Mr.  Brinkerhoff.  I  appre- 
ciate your  attempt  and  that  of  Mr.  Coffman  to  summarize  and  I 
would  hope  that  both  of  the  remaining  two  witnesses  would  do 
likewise.  We  will  try  to  bring  the  hearing  to  a  close  by  1  o'clock  bo 
we'll  have  some  idea  of  the  timeframe  for  which  we  are  heading. 
I'd  like  to  call  on  Mr.  Ban-  now. 

STATEMENT  OF  JAMES  C.  BARR,  EXECUTIVE  VICE  PRESIDENT 
AND  DIRECTOR,  GOVERNMENTAL  AFFAIRS  DIVISION,  THE 
CREDIT  UNION  NATIONAL  ASSOCIATION 

Mr.  Barr.  Thank  you  very  much,  Mr.  Chairman.  My  name  is 
James  Barr  and  I  do  have  a  brief  oral  statement  and  I  would  like 
to  have  my  complete  written  statement  included  in  the  record. 

Senator  Lugar.  So  ordered. 

Mr.  Barr.  CUNA  is  pleased  to  have  the  opportunity  to  appear 
here  today  to  testify  on  S.  1406  and  S.  963  involving  preemption  of 
State  usury  ceilings.  We  appear  here  in  support  of  the  purpose  of 
both  S.  1406  and  S.  963. 

S.  1406  would  extend  the  mortgage  approach  of  Public  Law  96- 
221  to  the  consumer,  business  and  agriculture  loan  field  with  the 
opportunity  for  each  State  to  reimpose  a  usury  standard  if  it  so 
desires.  Our  association  prefers  the  total,  broad  preemption  S.  1406 
would  provide.  S.  963,  on  the  other  hand,  would  permit  any  lender 
to  lend  at  a  rate  of  up  to  1  percent  above  the  Fed  discount  rate — 
inclusive  of  surcharges.  It  is  the  opinion  of  the  Credit  Union  Na- 
tional Association  that  S.  963  is  not  the  most  desirable  approach. 
This  issue  is  a  critical  one  for  both  lenders  and  borrowers  and  we 
are  glad  that  this  subcommittee  is  holding  these  hearings  to  ex- 
plore the  need  for  further  congressional  action  on  usury  laws.  The 
relief  proposed  in  S.  1406  and  S.  963  will  aid  lenders  by  having 
funds  available  for  loans,  consumers  by  having  funds  available  for 
borrowing,  and  businesses  which  rely  on  the  smooth  functioning  of 
the  credit  system. 

Congress  took  a  very  important  action  in  meaningful  deregula- 
tion in  the  passage  of  Public  Law  96-221,  the  Depository  Institu- 
tions Deregulation  and  Monetary  Control  Act  of  1980,  which  was 
signed  into  law  on  March  31,  1980.  Congress  established  the  Deposi- 
tory Institutions  Deregulation  Committee  for  the  purpose  of  phas- 
ing out  deposit  interest  rate  ceilings  by  March  31,  1986.  CUNA 
strongly  supports  this  step  in  deregulation.  Savers  will  no  longer 
by  law  be  subsidizing  borrowers,  but  instead  will  be  paid  a  competi- 
tive rate  on  their  savings.  Unfortunately,  in  Public  Law  96-221 
Congress  inadequately  dealt  with  the  problem  of  the  other  side  of  a 
financial  institution's  balance  sheet. 

DEREGULATION  CREATES  COMPETITIVE  MARKET 

Deregulation  means  letting  the  marketplace  decide  what  rates 
will  be  paid  on  savings  and  charged  on  loans.  The  Interagency 
Task  Force  on  Thrift  Institutions  concluded  in  its  report  that  re- 
moval of  usury  ceilings  should  not  result  in  exorbitant  interest 
rates  for  consumers  if  competitive  markets  exist.  We  feel  that  if 
restrictions  are  removed  which  now  serve  only  to  curtail  consumer 
lending  under  certain  economic  conditions,  a  rate  structure  will 
emerge  that  will  be  fair  to  borrowers.  The  nature  of  the  credit 
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union  concept  awun  that  our  borrowing  terms  wiD  be  re— ondhh; 
in  light  of  market  conditions.  And,  Mr.  Chairman,  I  have  same 
material  I  would  like  to  add  later  for  the  record  that  would,  I 
believe,  prove  that  fact.  Members  of  a  credit  onion— with  one 
member,  one  vote  principle — effectively  control  the  lending;  poBejas 
of  their  board  of  directors. 

The  key  to  deregulation  is  having  an  informed  consumer.  Credit 
unions  are  very  committed  to  consumer  education. 

We  feel  that  informed  consumers  are  in  the  best  position  to 
decide  if  they  should  pay  a  higher  rate  of  interest  to  obtain  a 
consumer  loan  or  whether  they  should  wait  until  rates  are  lower  or 
until  they  have  saved  the  money.  We  question  if  the  role  of  govern- 
ment—Federal  or  State — should  be  to  tell  consumers  that  they 
cannot  get  credit  because  it  costs  too  much. 

Unlike  national  banks  and  federally  chartered  savings  and  loan 
associations,  Federal  credit  unions  are  subject  to  a  Federal  usury 
law.  If  S.  1406  were  enacted  into  law  without  title  ID,  all  other 
competing  financial  institutions  would  be  given  the  authority  to 
decide  what  their  lending  ceilings  would  be,  out  Federal  credit 
unions  would  remain  subject  to  usury  constraints. 

In  conclusion,  credit  unions  are  not  seeking  Federal  preemption 
of  State  usury  laws  on  consumer  loans  so  that  we  can  charge 
exorbitant  rates  on  consumer  loans.  The  very  nature  of  the  credit 
union  concept  safeguards  from  unreasonable  rates.  However,  meet- 
ing; the  challenges  presented  by  today's  economic  conditions  re- 
quires relief  from  anachronistic  lending  rate  ceilings.  Even  the 
best-managed  credit  union  cannot  survive  the  pressures  of  the 
repeated  waves  of  high  inflation  and  interest  rates  we  have  experi- 
enced in  the  recent  years  without  the  flexibility  to  adjust  its  lend- 
ing and  borrowing  policies  to  market  conditions.  As  we  move  into 
the  198C»,  facing  a  world  where  financial  institutions  will  compete 
for  the  saver's  dollar,  we  need  the  authority  to  decide  what  lending 
rates  are  appropriate  to  charge  borrowers. 

As  we  mentioned  earlier  in  our  statement,  passage  of  the  Deposi- 
tory Institutions  Deregulation  and  Monetary  Control  Act  of  1980 
laid  the  groundwork  for  letting  the  market  Bet  the  rate  on  what 
consumers  could  earn  on  their  savings.  This  step  was  taken  by  the 
Federal  Legislature.  And  this  action,  like  many  others  taken  by 
Congress,  affects  the  balance  sheets  of  all  financial  institutions 
regardless  of  whether  they  are  State  or  federally  chartered.  Cer- 
tainly then,  it  is  appropriate  for  the  Congress  to  take  whatever 
stops  necessary  to  balance  the  lending  side  of  the  ledger  of  these 
institutions. 

The  Credit  Deregulation  and  Availability  Act  of  1981,  S.  1406, 
introduced  by  you,  Senator  Lugar,  brings  the  saving  and  borrowing 
aide  of  a  financial  institution  ledger  back  into  balance.  S.  1406  also 
takes  the  issue  of  a  State's  right  to  regulate  loan  ceilings  into 
account  by  providing  for  a  State  to  override  the  provisions  of  this 
legislation. 

Further,  by  removing  the  Federal  usury  ceiling  on  credit  union 
loans  the  Congress  is  clearly  communicating  its  commitment  to 
total  deregulation  to  the  States  as  well  as  the  financial  community. 
Clearly  it  is  the  long  term  best  interest  of  the  Nation's  savers  ana 
the  financial  community  to  let  the  free  market  set  the  rate  on 
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what  borrowers  must  pay  and  what  these  same  borrowers,  as 
savers,  can  earn. 

CUNA  concurs  with  NCUA  board  member  Harold  Black's  assess- 
ment of  the  current  usury  situation  as  it  affects  Federal  credit 
unions.  In  his  letter  to  Senator  Lugar  supporting  S.  1406,  Dr.  Black 
stated: 

During  the  past  two  years,  the  Federal  usury  ceiling  has  become  a  pervasive 
problem  within  the  credit  union  industry.  At  times,  the  cost  of  funds  has  exceeded 
the  usury  ceiling  which  has  forced  credit  unions  to  cease  lending  activity  or  to  make 
loans  at  a  loss.  The  removal  of  the  ceiling  on  credit  union  loans  will  provide  a 
permanent  solution  to  this  problem  *  '  *.  It  is  time  usury  ceilings  were  eliminated. 

Thank  you  very  much,  Mr.  Chairman,  for  giving  us  the  opportu- 
nity to  appear  here,  and  we  would  be  glad  to  answer  any  questions. 
[Complete  statement  follows:] 
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It    is   much    Coo    simplistic    to   say    that    the   question   of 
preemption  of   state    usury    laws    foe   consumer   loans    Is  a   consumer 
versus  a  business    issue,      ft  credit   union    is    a  very   unique    type 
of    financial    institution   which    combines  a   business   orientation 
with   a  consumer  orientation.      He   are   non-profit,   member-owned 
cooperatives,    limited    to  whom  we   can    serve   by   a   well-defined 
common    bond    such   as    employment   or   association.       Each  member  of 
a   credit  union  has  one  vote   in  control  of   the  credit  union, 
no  matter  how  many  shares   the   Individual  holds.     Volunteer 
service    is   essential    to   the   operation   of   a    credit   union; 

cannot,   by   law,   be  compensated,     ft  credit  union   is   therefore  a 
consumer   financial   cooperative.      The    Federal    Credit   Union   Act 
passed    in    19H,    declared   as    its   purpose    "to   make   more    credit 
available    to   people   of    small   means    for   provident   purposes 
through   a    national    system  of    cooperative   credit,    thereby 
helping    to  stabilize    the   credit    structure    of    the   United 
States.- 

Credit   union   members   control    the   decisions   of    the   credit 
union   as    to   loan    rates   charged    —    up   to    the    legal   maximum    — 
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through    their    elected    board  of   directors   which    can   be    replaced 
if   the  members  do  not   feel   the   board   is  acting   in   their   beet 
interests.      A  credit    union's   members    could    theoretically 
instruct    its   board    that   no   consumer    loans   could    be   made    above 
61.       However,    the  members    recognize    that    the   credit    union    is 
made    up   not   only  of  meraber/bor rowers ,    but   also  of 
member/savers.       Lending    is   only   one    part  of    the    credit    union's 
purpose.      The   other   major    purpose    is   to  promote   thrift. 

The   removal   of   usury  ceilings  on  consumer   loans   should  not 
be    seen   as   an    'ant i -consumer"    action.      As    the   recent   history  of 
lions  demonstrated,   restrictive 
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uses   of    funds    such    as    for    loans   with   mote    flexible   rate 
ceilings  or    for   investments   such  as   U.S.  government   securities 
which    can   be    responsive    to   current   market   conditions. 

He    support    the    recommendation   made    in    "The    Report   of    the 
Interagency   Task   Force   on   Thrift    Institutions."      The   Task    Forct 

"...that   Congress   give    serious   consideration    to   an 
override   of    state   ceilings   on    rates    charged   on 
secured   and    unsecured    cash    loans,    credit    card 
transactions,    overdraft    loans,    and   other    similar 
forms  of  consumer   lending." 
As    the   background   chapter   of    the   report    indicated,    whenever 
market   rates   exceed    usury   ceilings,    lower-income    and    higher 
risk   borrowers   generally   have    been    unable   to   obtain   consumer 
loans,    and   because    it    is   more   costly    to   make   a    smaller    loan, 
small    borrowers,    whether   good   credit    risks   or   not,    may   be    cut 
off   completely    from   credit. 

The   report  also  noted   that   the   presence  of   usury  ceilings 
may   have   a   depressive   effect    on   the    economies   of    states   with 
binding   ceilings.         The   report   concludes    that   on    balance 
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elimination   of    consumer    loan    usury   ceilings   would    be    beneficia 
to   the   public   because    such    ceilings   may   only   reduce    Che 
availability   of    funds.       5.1406   allows    the    Individual   states 
the   option    to   decide    that    the    federal    preemptive   action    is   not 
in    the   public    interest   and    to   reinstate   state   usury   laws. 
S.963.    however,    would    help    lending    institutions    in   states 
where    there    is   currently   a   10*   usury   ceiling. 

PREEMPTION    IS   CONSISTENT   WITH   DEREGULATION 

Congress   took   a   very    important    action    in   meaningful 
deregulation    in    the   passage   of   P.L.    96-221,    the    "Depository 
Institutions    Deregulation    and   Monetary   Control    Act   of    1980", 
which   was    signed    into    law   on   March    31.    1980.      Congress 
established    the    Depository    Institutions    Deregulation   Committee 
for    the    purpose   of   phasing   out   deposit    interest    rate    ceilings 
by   March   31,    1986.      CUNA   strongly   supports   this    step    in 
deregulation.      Savers   will    no    longer   by    law   be    subsidizing 
borrowers,    but    instead   will    be   paid    a   competitive    rate   on    thei 
savings.      Unfortunately    in   P.L.    96-221   Congress    inadequately 
dealt    with    the    problem   of    the   other    side    of    a    financial 
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rates    will   be   paid   on   savings  and   charged   on    loan*.      The 
Interagency  Task  Force  on  Thrift   Institutions  concluded   in   its 
report    that   removal   of    usury  ceilings  should  not    result    in 
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competitive    forces    in  many    Instances   will   result    In    Insti- 
tutions  imposing  no   fees  or   in  charging   less   Interest   if 
fees   are   charged   up    front, 

CONSUMER   EDUCATION 

The  key   to  deregulation   Is   having  an  Informed  oonsumer. 
Credit  unions  are  very  committed   to  consumer  education.     Last 
September  CUM A  completed  a  series  of   "Financial   Fitness* 
seminars    as   part  of   our   on-going    consumer   education   program, 
and   we   have   more   recently   revised  our  publication,    'Using 
Credit  wisely",   which  ends  with  the   statement:      "Used  with 
restraint    and   kept    under  control,    credit   adds  much    to   the 
quality   of    life.      Out   of    control,    it   can   spell   disaster.*      If, 
for   instance,   Congress  decides   to  override   state  laws 
prohibiting    fees,    it    la    important    for    the   consumer    to   realize 
that   the   fee   is   an  additional  cost. 

We    feel    that    informed    consumers    are    in    the   best   position 
to   decide    if    they   should    pay   a  higher   rate   of    interest    to 

arc    lower  or    until    they   have    saved    the  money.      He   question    if 
the    role   of   governnent   —    federal   or    state    —      should    be    to 
tell   consumers   that   they  cannot  get  credit   because   it   "costs 
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coo  much."      As  Mentioned  above,   the   results  of   high  money 
ma rket   rates  today   is  to  reduce  the  amount  of   funds   available 
for   loans  subject   to  unrealistically  low  usury  ceilings. 
The   Federal   government   has    taken   a    role    in    consumer 
education  by  enacting  certain  disclosure    laws.      Although  the 
myriad   of   disclosure   laws   have   not   always   been    welcomed    by 
Financial    Institutions    because   they   are   often   unnecessarily 
complex   and   costly   to    comply   with    (costs   which   must   ultimately 
be   borne   by   the   consumer),    we    feel    disclosure    law3   add    the 
necessary   safeguard    for   Congress    to   act    to   preempt   all    consumer 
usury   laws. 

TITLE   111  OF   S.1406 

Unlike   national    banks   and    federally-chartered    savings   and 

Federal    usury   law.      Between    1934   and    1980   the   celling   was    124 
per  year   for  any  and  all   types  of    loans,      in   1934  this  ceiling 
provided   a   great   degree   of    flexibility    for   credit   unions   but 
by    1978   and    1979   credit    unions   were    suffering    large   outflows 
of    funds   and   could   not   make   many   consumer    loans   due    to    in- 
flationary pressures. 
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',L.    96-221   Congress   granted    relief    to    federal 
;  unions  by  raising  the  ceiling   to  15*  a  year  and  giving 
itional  Credit  union  Administration,    the  agency  which 
unions,   authority  to   increase  this 
hat   money   market    interest    rates    have 
risen   over   the   preceding   six-month   period   and    that    prevailing 
interest    rate    levels    threatened    the   safety   and    soundness   of 
individual    credit    unions    as    evidenced   by   adverse   trends    in 
liquidity,    capital,    earnings,    and   growth. , ."        While    this 
approach   was   better    than    no   action   by   Congress    for    relief    in 
early   1980,    we  do  not   think   that  a   federal  administrative 
agency   should   have    to   make    such    a   politically-charged   decision 
on   what   should    be   a    business   decision    by   each    credit    union.      If 
S.14D6   were    enacted    into    law   without   Title    III,    all    other 
competing    financial    institutions   would    be   given    the   authority 
to   decide   what    their   lending   ceilings   would    be,    but   Federal 
credit    unions   would    remain    subject    to   usury   constraints. 
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charge   exorbitant   rates   on    consumer    loano.      The   very   nature   of 
the  credit   union  concept  safeguards   from  unreasonable  rates. 
However,   meeting   Che  challenges   presented   by  today's   economic 
conditions   requires    relief    from  anachronistic    lending    rate 
ceilings.       Even    the    best-managed    credit   union   cannot   survive 
the   pressures   of    the   repeated   waves    of    high    inflation   and 
Interest  rates  we  have  experienced   In  the   recent  years  without 
the    flexibility    to  adjust    Its    lending   and   borrowing    policies   to 
narket  conditions.     As  we  move   Into  the   1980s,    facing  a  world 
where   financial   institutions  will   compete   for   the  saver's 
dollar,   we   need   the  authority  to  decide  what   lending   rates  are 
appropriate   Co  charge   borrowers. 

As  we  mentioned  earlier  in  our  statement,   passage  of   the 
Depository  Institutions  Deregulation  and  Monetary  Control  Act 
of   1980  laid   the  groundwork   for   letting   the  market   set  the  rate 
on  what  consumers  could  earn  on   their  savings.     This   step  was 
taken   by   the   Federal    legislature.      And    this    action,    like   many 
others   taken  by  Congress,   effects   the  balance   sheets  of   all 
financial   Institutions  regardless  of  whether  they  are   state  or 
federally-chartered.     Certainly  then,    It   is  appropriate   for   the 
Congress  to  Cake  whatever  steps  necessary   to  balance   the 
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lending  side  of   the   ledger  of   these   Institutions. 

The  Credit  Deregulation  and  Availability  Act  of  198 
IS. 1406).  introduced  by  Senator  Lugar,  brings  the  saving 
borrowing  side  of  a  financial  institution  ledger  back  in 
balance,  s.1406  also  takes  the  issue  of  a  state's  right 
regulate  loan  ceilings  into  account  by  providing  for  a  s 
override   the  provisions  of   this   legislation. 

Further,  by  removing  the  federal  usury  ceiling  on 
union  loans  the  congress  is  clearly  communicating  its 
commitment  to  total  deregulation  to  the  states  as  well 
financial    community.      Clearly    It    is    the    long    tern  best 
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Mr.  Chairman,  the  Credit  union  Hati< 
appreciates  this  opportunity  to  be  heard 
endorse  S.1406,  and  to  urge  a  speedy 
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Senator  Lugar.  Thank  you  very  much,  Mr.  Barr. 
Mr.  Dwyer,  would  you  please  proceed? 
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STATEMENT  OF  VERNON  J.  DWYER,  SECRETARY  OF  THE  NA- 
TIONAL   ASSOCIATION    OF    FEDERAL    CREDIT    UNIONS    AND 
MANAGER  OF  THE  PENTAGON  FEDERAL  CREDIT  UNION 
Mr.  Dwyeb.  Thank  you,  Mr.  Chairman.  I  am  Vernon  Dwyer, 
secretary  of  the  National  Association  of  Federal  Credit  Unions  and 
manager  of  Pentagon  Federal  Credit  Union  in  Arlington,  Va.  I  also 
am  a  member  of  the  Federal  Reserve  Board's  Thrift  Advisory 
Council. 

I  very  much  appreciate  the  opportunity  to  testify  on  S.  963  and 
S.  1406,  the  Credit  Deregulation  and  Availability  Act  of  1981.  I 
would  also  like  to  comment  on  the  general  economic  conditions 
affecting  credit  unions  in  this  country  today  that  necessitate  this 
form  of  legislation. 

The  National  Association  of  Federal  Credit  Unions  has  tradition- 
ally opposed  all  ceilings  and  floors  set  on  the  cost  of  funds.  Our 
members,  meeting  in  caucus  last  January,  reaffirmed  NAFCU's 
long-standing  position  that  the  marketplace,  unhampered  by  Gov- 
ernment regulation,  should  establish  the  rate  charged  on  loans,  as 
well  as  the  dividends  paid  to  savers. 

Philosophically,  consumer  usury  ceilings  are  a  remedy  of  the 
past.  In  a  volatile  financial  market,  the  value  of  such  ceilings  is 
outweighed  by  the  need  for  flexibility  to  meet  borrowers'  legitimate 
requests  for  loans.  Artificial  usury  ceilings  distort  financial  mar- 
kets and,  instead  of  protecting  the  unwary  borrower  from  the 
perils  of  the  marketplace,  force  them  to  other  lenders  where  they 
may  face  usurious  interest  rates. 

During  the  decade  of  the  1960's,  the  prime  lending  rate  changed 
only  15  times.  In  1980  alone,  this  same  rate  has  changed  60  times. 
Such  radical  volatility  of  interest  rates  requires  a  reexamination  of 
the  wisdom  of  perpetuating  consumer  usury  ceilings. 

TOTAL  PREEMPTION 

Senators  Bumpers  and  Pryor,  the  authors  of  S.  963,  should  be 
commended  for  their  efforts  to  alleviate  some  of  the  problems 
created  by  restrictive  usury  laws.  However,  we  feel  that  a  total 
preemption,  as  provided  for  in  S.  1406,  would  better  Berve  the 
needs  of  credit  unions  and  their  member-owners. 

The  Credit  Deregulation  and  Availability  Act  of  1981  proposes 
the  Federal  preemption  of  State  usury  ceilings  as  well  as  the 
abolition  of  the  Federal  ceiling  on  lending  rates  charged  by  Federal 
credit  unions.  We  applaud  the  authors  of  this  bill  for  including  in 
it  the  elimination  of  the  one  Federal  usury  ceiling  that  is  solely 
within  the  jurisdiction  of  the  Federal  Government.  This  bill  would 

S've  the  boards  of  directors  of  individual  Federal  credit  unions  the 
eedom  to  establish  interest  rates  on  loans. 

In  light  of  the  unique  nature  of  credit  unions,  this  proposal 
appears  to  be  quite  appropriate.  As  member-owned  cooperatives, 
credit  unions  hold  a  unique  position  in  the  world  of  financial 
institutions.  Following  a  congressional  mandate  that  credit  unions 
provide  credit  to  their  members  "for  provident  or  productive  pur- 
poses," many  of  our  Nation's  citizens  have  grown  to  rely  upon  their 
credit  unions  for  loans. 

Member-owners  of  credit  unions  elect  their  own  boards  of  direc- 
tors and  these  individuals  are  accountable  to  the  membership.  The 
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preemption  of  these  ceilings  would  give  credit  unions  the  opportu- 
nity to  be  more  responsive  to  the  needs  of  their  members  in  a 
timely  manner,  free  of  the  generally  well-intentioned  but  often 
excessively  heavy  hand  of  Government. 

I  would  also  note  that  the  personal  savings  rate  in  this  country 
has  been  declining  steadily  since  1973.  Failure  of  financial  institu- 
tions to  pay  market  rates  on  savings  has  contributed  significantly 
to  this  decline.  The  only  way  to  pay  market  rates  on  funds  is  to 
charge  market  rates  on  loans.  Restrictive  usury  ceilings  prevent 
this  from  happening.  These  now  counterproductive  laws  were  origi- 
nally designed  to  protect  consumers;  they  now  serve  to  hinder  both 
borrowers  and  lenders  and  distort  the  flow  of  funds  in  the  market- 
place. 

As  Senator  Gam,  an  original  cosponsor  of  the  Credit  Deregula- 
tion and  Availability  Act  of  1981  remarked  in  his  introductory 
floor  statement  on  June  22,  1981: 


rates  for  credit. 
Chairman  Gam  went  on  to  say  that: 

Enactment  of  this  bill  will  free  up  the  credit  market  for  consumers  with  all  types 
of  needs  *  *  *.  First,  it  permits  the  market  to  establish  the  rate  that  is  charged  by 
federal  credit  unions  by  removing  the  federal  rate  that  is  contained  in  the  Federal 
Credit  Union  Act.  It  makes  infinite  sense  for  the  Congress  to  begin  by  eliminating 
the  one  usury  ceiling  that  is  solely  within  our  own  jurisdiction. 

In  these  times  of  economic  hardship,  credit  unions  and  other 
consumer  lenders  need  the  freedom  to  establish  their  own  rates  so 
that  they  can  best  serve  their  members.  Therefore,  we  recommend 
prompt  adoption  of  S.  1406  as  a  long-term  solution  to  the  usury 
problem  and  urge  this  Subcommittee  to  give  total  preemption  a 
favorable  verdict. 

Thank  you  very  much  for  the  opportunity  to  present  the  views  of 
the  National  Association  of  Federal  Credit  Unions.  I  will  be  happy 
to  respond  to  any  questions  you  might  have. 

[Complete  statement  follows:] 
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NAFCU  members,   meeting   in  caucus   last  January,    reaffirmed  our 
long-standing   position  that   the  Marketplace,    unhampered  by 
government   regulation,    should  establish   the   rate  charged  on 
loans,    as  well    as   the  dividends  paid   to   savers. 

USURY   CEILINGS    -   A   REMEDY   OF   THE    PAST 

The   laBt  Congress,    enacting    the    "Depository   Institutions 
Deregulation   and  Monetary  Control   Act  of    1980"    (P.L.    96-221), 
noted   that    "all   depositors,    and  particularly   those  with  modest 
savings,    are  entitled   to  receive  a  market    rate  of   return.* 
Total   deregulation  of    the   saving    side  of    the    ledger    is   required 
"as   soon  as    it    is  economically    feasible   for   depository    institu- 
tions to  pay  such  a  rate."     Total  elimination  of  all  ceilings 
on  savings   rates    is   scheduled   to   take   place  on  or   before  March 
31,    1986.     Therefore,    it   is  totally  appropriate  for   this  Congress 
to  consider    and   act    in  a   similar   manner    regarding   the   borrowing 
side  of   the  balance  sheet. 

Philosophically,  consumer  usury  ceilings  are  a  remedy  of 
the  past.  In  a  volatile  financial  market,  the  value  of  such 
ceilings  is  outweighed  by  the  need  for  flexibility  to  meet 
borrowers'  legitimate  requests  for  loans.  Artificial  usury 
ceilings  distort  financial  markets  and,  instead  of  protecting 
the  unwary  borrower  from  the  perils  of  the  marketplace,  force 
them   to  other    lenders  where    they  may   face   usurioi 


The   pressure  of   higher    interest    rates    is    not    limited   I 
lending    activities.      During   the   past   two  years,    we  have   set 
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revolution  in  the  rate  of  return  demanded  by  savers.  They  have 
asked  for  and  received,  through  a  variety  of  new  savings  instru- 
ments,   near   market   rates  of    return  on  their   savings.      During 

1979,  for  example,  a  dramatic  shift  in  funds  occurred  at  Federal 
credit  unions  from  lower  paying  share  accounts  to  higher  paying 
share  certificate  accounts.  Statistics  released  by  the  National 
Credit  union  Administration  show  that  during  1979,  regular 
share  account  deposits  which  pay  up  to  7%  to  the  consumer 
declined  by  17. 8%.  At  the  same  time,  share  certificates,  paying 
as   much  as  double   that    rate,    increased    by   420.5%.      By   year   end 

1980,  regular    share   accounts  comprised    71.91   of   total    savings 

at  Federal  credit  unions.  This  compares  to  95%  of  total  savings 
in   regular    share  accounts    in   1978. 

This   shift    in  deposits   to  higher   paying    instruments  demands 
that  credit   unions   have    the   flexibility   to  charge   higher    rates 
on   loans.      A  usury  celling   that   prohibits  credit   unions   from 
charging  market    rates  on   loans,    limits   their    ability   to  offer 
attractive  savings   instruments. 

During   the  decade   of    the    1960s,    the  prime    lending    rate 
changed  only   fifteen  times.      In   1980   alone,    this   same   rate   has 
changed   sixty   times.      Such   radical   volatility  of    interest    rates 
requires   a   re-examination  of    the  wisdom  of   perpetuating   consumer 

CREDIT   DEREGULATIOH    AND   AVAILABILITY   ACT   OF    1981 
The    "Credit   Deregulation   and  Availability  Act   of    19B1* 
[S.    1406)    proposes   the    federal   preemption  of   state  usury  ceilings 
as  well    as   the   abolition  of    the    federal    ceiling   on   lending 
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rates  charged   by  Federal   credit   unions.      While  we   endorse   the 
preemption  of   all   ceilings,   we  particularly  applaud  Senator 
Lugar    for    including    in  Title   111   of   his   bill    the   elimination  of 
the  one   federal   usury  ceiling   that    is   solely  within  the   juris- 
diction of   the   federal   government.      Senator   Lugar "s   bill   would 
give   the  boards  of  directors  of    individual   Federal   credit   unions 
the   freedom  to  establish   interest   rates  on   loans.      Enactment   of 
S.    1406   without   this  provision  would  unfairly  hamper   credit 
unions  chartered   by   the   federal   government    in  their   efforts   to 
meet   their   members'    borrowing   needs.      Given   the  concerns  of   the 
institutions   represented   by   the  National   Association  of   Federal 
Credit   Unions,    I   shall    restrict   my  comments   to  Title   III   of  S.    1*06. 

Federal  credit   unions  are   the  only  class  of   financial 
institution  governed  by   a   federal   consumer   usury  ceiling.      The 
'Depository   Institutions  Deregulation  and  Monetary  Control   Act 
of   1980"    set   this  ceiling  at   15*,    giving   the  National   Credit 
Union  Administration  Board   the   authority   to   raise   this  ceiling 
when   economic  conditions  warrant.      S.    1406   would   abolish   this 
ceiling   and   repeal   the  NCUA  Board's   rate-setting   authority. 
The   boards  of  directors  of   Federal   credit   unions  would  be   res- 
ponsible  and  accountable   for   setting   their   own  loan   rates. 

In  light   of   the   unique   nature  of  credit   unions,    this 
proposal   appears   to  be  quite   appropriate.      As  member -owned 
cooperatives,   credit   unions   hold   a  unique  position   in  the  world 
of    financial    institutions.      Following   a  Congressional   mandate 
that   credit   unions  provide  credit   to  their   members   "for   provident 
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or   productive  purposes,*  many  of  nor    nation'*  citizens  h*em 
grown   Co  depend  upon  credit   unions   for    loan*. 

Member -owner*  of  crediE  unions  elect   their   own  boards  of 
director*  and    them*    individuals   ace  accounEable   Co  the  — mfcermhip. 
The   preemption  of   these  ceilings  would  give  credit  unions  the 
opportunity  to  be  more  responsive  to   the   needs  of   their   members 
in  a   timely  manner,    free  of   the  generally  well-intentioned  but 
often  excessively  heavy  hand  of   government. 

On   the  whole,    usury  ceilings  appear    to  be  having  sn  adverse 
effect  on  both   lenders  and  borrowers.      When  market    interest 
rates  rise  above  the  ceilings,   the  supply  of  credit  diminishes 
and   low-income,    high-risk   borrowers  are   unable  to  obtain  loans 
from   regulated   lenders.      At   the   same   time,    depositors  are   treated 
unfairly  as  the  ceilings   impede   the  payment  of    fair    interest 
rates  on  deposits. 

The  personal    savings    rate   in  this  country  has  been  declining 
steadily  since   1973.      Pailure  of    financial    institutions   to  pay 
market   rates  on  savings   has  contributed  significantly  to  this 
decline.      Other   methods  of    investment   are    increasing    in  popularity 
as   traditional    financial    institutions  are    losing   their  power   to 
lend.      The  only  way   to  pay  market   rates  on   funds   is   to  charge 
market    rates  on  loans.      Restrictive  usury  ceilings  prevent   this 
from  happening.     These  now  counterproductive  laws  were  originally 
designed    to  protect   consumers;    they   now  serve   to  hinder    both 
borrowers  and    lenders   and  distort    the    flow  of   funds    in  the 
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As   Senator   Gam,    an  original   cosponsor   of   the   "Credit 
Deregulation  and   Availability  Act  of    1981"    remarked    in  his 
introductory    floor    statement  on  June    22,    1981:      "It    is    inherent- 
ly obvious   that    financial    institutions  will    never   be   able   to 
pay  market    rates  on   their   deposit   accounts,    if    they  are   not 
permitted   to  charge  market    rates    for  credit."       (127  Congressional 
Record    95    at    S    6629.) 

The  National   Credit   Union  Administration   has   the   authority 
to   raise   the  prescribed    151  ceiling  on  loan  rates  when   economic 
conditions  warrant   such   an    increase.      As  testimony   to   the    inadequat 
of    the   statutory    15%  ceiling    in  the  context   of    today's  economic 
conditions,    NCUA   raised    that   rate   to   21%    several   months  ago  and 
on  June   29,    1981,    extended   this   21%    rate  to  June   3,    1982.      On 
that  date,    the    rate   will,    without    further    action  by  NCUA  or    the 
Congress,    revert    to   15%.      The   usury  ceiling    increase    necessitated 
by  market  activities  gives   further  evidence  of  the   failure  of 
artificial   usury  ceilings   to  accomplish   their   desired  objectives. 
Chairman  Garn  went  on   to  say  that    "Enactment  of    this   bill   will 
free  up  the  credit  market    for   consumers  with  all    types  of    needs 
....    First,    it   permits   the  market    to  establish   the   rate    that    is 
charged   by  Federal   credit   unions  by   removing    the    federal    rate 
that   is  contained   in  the  Federal  Credit  Union  Act.      It  Makes 
infinite   sense   for    the  Congress   to  begin  by   eliminating   the  one 
usury  ceiling    that    is   solely  within  our   own   jurisdiction." 
(127  Congressional    Record   95   at   S   6629.) 
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S.    963 
Senators  Bumpers  and   Pryor    should  be  comatended   for    their 
work   in   trying   to  eradicate   the   injustices  of  government    inter- 
vention   into   the    financial    marketplace.       S.    963    attempts    to 
alleviate   some  of   the  problems  created   by  usury   laws   by   linking 
the   ceiling   to  a  market   rate.      While   this   is  much  more   economically 
sound   than  the  present   fixed   rates,    we   feel   that  a   total   preemption 
would   better   serve   the   needs  of  credit   unions   and   their   member- 

The  volatility  of   the  market   would  prevent  managers   from 
adequately  planning   financial   strategies   if   a   floating  or    indexed 
rate   should  be    implemented.      Credit   unions  and  other    lenders 
would   be   thrust    into   a  world  of   economic   uncertainty.      Variable 
rate   loans  would   become   a  greater   risk   and    institutions  would 
be  much  more   hesitant   about  offering   them.      Without   being  able 
to  plan,    financial   institutions  would  be  left  to  ride  the  waves 
without   any   real   control   over   their   destinies. 

In  addition,    the   apparent   discrepancy  within  Section   523 
of   Public   Law  96-221    involving   the   "most   favored   lender"   status 
of  federally  chartered  credit  unions  appears  still  unresolved. 
It   has   been  and   remains   our  opinion  that   the  plain   language  of 
the   statute   allows   Federal  credit   unions   the   flexbility  of 
invoking   "most   favored   lender"   status   in  determining   rates  to 
be  charged  on   loans.      However,    the  National  Credit  Union  Administra- 
tion  Board   has   rendered   a  conflicting    interpretation  and   has 
denied   Federal   credit   unions   the   benefit   of   moat   favored   lender 
status.      The  confusion   surrounding   this   issue   is  amply   demonstrated 
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by  Senator    Bumpers'    testimony   before   this   subcommittee   last 
week.      At    that    time  he   noted   that   under    Public   Law  96-221    "we 
provided   that   any   federally   related    institution,    such   as  a 
federally  chartered    bank  or   credit  union   ...    could  charge  one 
percent   above   the   Federal   discount    rate  on  any   loan."      in   light 
of    the  confusion  surrounding    this  discrepancy,   NAFCU  urges   this 
subcommittee    to   follow   the  more  direct   approach  of   S.    243    in 
preempting   these  usury  ceilings. 

In   these   times  of   economic    hardship,   credit   unions   and 
other   consumer    lenders    need   the    freedom  to  establish   their  own 
rates   so   that   they  can  best   serve   their   members.      Therefore,    we 
recommend   prompt   adoption  of   S.    1406  as  a    long-term  solution  to 
the   usury   problem. 

CONCLUSION 
In  conclusion,    Mr.    Chairman,    I   would   like   to   reiterate 
NAFCU's    support   for    the    "Credit   Deregulation  and  Availability 
Act  of    1981"    (S.    1406)    and  commend   Senator    Lugar   and   the  other 
distinguished  cosponsors  of   this  bill    for    including   among    its 
provisions   language  dealing   with  the   unique    situation  confronting 
Federal   credit    unions.      I    urge   this  Ccwmlttee   to  give   this 
preemption  a    favorable  verdict- 
Thank   you   very  much    for   the  opportunity   to  present    the 
views  of    the  National    Association  of   Federal  Credit   Unions.      I 
will    be   happy   to  respond   to  any  questions  you  might   have. 
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Senator  Lugar.  Thank  you  very  much,  Mr.  Dwyer. 

Both  you  and  Mr.  Barr  have  in  your  testimony  outlined  the 
inherent  structure  of  credit  unions  and,  as  I  reiterate  that,  please 
correct  me  if  I'm  in  error;  but  essentially  you  have  an  election  of 
your  board  of  directors  in  which  each  member  has  one  vote,  regard- 
less of  the  amount  of  the  account,  and  essentially  your  board  of 
directors  is  responsible  for  the  loan  rates  that  you  charge. 

Mr.  Barr.  Yes,  sir. 

Mr.  Dwyer.  Yes,  sir. 

PROTECTION  THROUGH  MEMBERSHIP 

Senator  Lugar.  This  is  an  interesting  situation.  As  we  have 
discussed  today,  the  protections  to  consumers,  at  least  one  group  of 
consumers,  namely  those  who  are  involved  with  membership  of 
credit  unions — the  protection  comes  through  the  democracy  of  the 
form  of  membership  and  election  of  the  board  and  the  setting  of 
rates  which  presumably  is  going  to  be  in  consonance  with  the 
desire  of  members  that  they  are  not  charged  a  rate  beyond  bearing. 

How  does  that  work  out?  What  kind  of  discussions  do  you  have 
with  your  board,  with  your  members?  Has  a  case  ever  come  up  in 
which  a  board  says,  "We  think  in  order  to  keep  this  credit  union 
alive  we  ought  to  charge  so  much  for  a  consumer  loan."  Has 
anybody  ever  disagreed  with  how  high  that  ought  to  go? 

Mr.  Dwyer.  Most  assuredly,  in  the  Pentagon,  sir.  The  board  is,  in 
the  first  instance,  limited  as  to  the  rate  structure  by  the  Federal 
ceilings  that  we  must  live  within,  but  within  that,  as  a  member- 
owned  cooperative,  the  members'  interests  and  the  consumer  inter- 
ests are  violently  and  forcefully  represented  on  that  board  and 
continuously  management  is  pressured — "Are  there  any  options  at 
all  that  would  preclude  us  from  going  to  a  higher  level?  ' 

Senator  Lugar.  Well,  do  you  have  a  further  comment,  Mr.  Barr? 

Mr.  Barr.  Really  nothing  further,  Mr.  Chairman,  just  to  elabo- 
rate slightly.  I  have  attended  many  credit  union  board  meetings 
and  I  can  assure  you  that  probably  the  one  decision  that  they  hate 
to  make  above  all  others  is  to  raise  loan  rates,  and  at  times  you 
will  see  decisions  made  at  the  board  level  that  would  be  against  the 
economic  best  interest  of  the  credit  union  if  they  felt  it  was  neces- 
sary to  make  a  loan  to  a  member  who  was  in  dire  need  of  that 
loan,  and  you  Bee  them  make  a  loan  below  market  rates. 

Senator  Lugar.  So  in  the  event  S.  1406  should  become  law  and 
in  essence  deregulation  of  this  process  occurs,  you  have  the  right  to 
charge  whatever  you  want  to,  your  checks  and  balances  in  that 
situation  are  adequate  to  protect  the  members?  As  a  matter  of  fact, 
the  members  can  change  the  board? 

Mr.  Dwyer.  They  can  indeed.  We  would  see  no  way  in  which  the 
board  would  be  in  a  runaway  position,  nor  would  it  wish  to. 

Mr.  Barr.  To  further  illustrate  that,  Mr.  Chairman,  I  have  an 
item  I  would  like  to  submit  for  the  record.  Public  Law  96-221  did 
raise  the  Federal  usury  statute  limit  from  12  to  15  percent,  with 
the  National  Credit  Union  Administration  Board,  the  regulatory 
agency,  having  the  authority  to  go  above  that  rate  if  economic 
conditions  warrant.  The  current  ceiling  is  21  percent. 

If  the  arguments  heard  earlier  today  are  correct,  then  one  would 
assume  that  all  credit  unions  are  charging  the  21-percent  ceiling 
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for  loans  right  now.  That  is  not  the  case.  Statistics  provided  by  the 
National  Credit  Union  Administration,  show  that  out  of  16,121 
federally  insured  credit  unions,  at  the  present  time  there  are  only 
8  at  the  21-percent  limit. 

Interestingly  enough,  almost  60  percent  of  the  credit  unions  are 
still  at  the  old  12-percent  ceiling  and  fully  98  percent  are  at  15 
percent  or  below.  That's  of  16,121  credit  unions,  which  indicates 
pretty  well  that  usury  ceilings  don't  automatically  set  the  floor. 

Senator  Lugar.  That's  a  very  interesting  piece  of  evidence.  With- 
out objection,  it  will  be  placed  in  the  record. 

[The  following  table  was  ordered  inserted  in  the  record:] 

DISTRIBUTION  OF  FEDERALLY  INSURED  CREDIT  UNIONS  BY  MOST  COMMON  INTEREST  RATE 
CHARGED,  1980 


Senator  Lugar.  What  has  been  the  rationale  of  the  Credit  Union 
Administration  for  going  to  21  percent?  Fifteen  is  where  we  were 
apparently  at  at  the  time  of  the  passage  of  the  law  last  year  and 
you  say  now  the  limit  is  already  21  percent.  How  would  you  char- 
acterize that  activity? 

Mr.  Barr.  Nine  months  ago  the  National  Credit  Union  Board 
acted  to  go  above  the  15-percent  ceiling  to  21  percent.  This  action 
was  taken  at  a  time  when  interest  rates  were  very  much  on  the 
rise.  Federal  credit  unions  in  particular  had  been  suffering  from 
the  lost  income  that  came  about  during  the  12-percent  period. 
After  great  debate  among  the  three  board  members  as  to  exactly 
what  rate  they  should  establish,  they  decided  on  21  percent. 

Interestingly  enough,  Mr.  Black,  who  had  by  letter  concurred 
with  you,  Mr.  Chairman,  on  your  bill,  suggested  they  ought  to  go  to 
28.3  percent.  He  was  suggesting  a  figure  that  would  be  well  above 
any  ceiling  which,  in  effect,  would  do  away  with  the  ceiling  alto- 
gether. 

Senator  Lugar.  Thank  you  very  much.  I  remember  very  well  the 
testimony  of  credit  unions  during  this  crisis  period  when  the  limit 
was  at  12  percent  and  the  testimony  from  most  of  the  credit  unions 
from  my  State  was  that  they  would  be  in  jeopardy  of  termination  if 
changes  were  not  made. 

Let  me  ask  those  who  are  most  involved  with  the  loaning  of 
money  for  mortgages,  the  thrift  institutions,  the  experience  as  we 
have  seen  and  the  evidence  of  these  hearings  is  that  when  controls 
were  taken  off  of  interest  rates  for  home  mortgages  these  instru- 
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ments  did  not  go  out  of  sight  but  apparently  followed  very  closely 
the  general  flow  of  interest — the  prune  rate,  for  example.  There 
appears  to  have  been  enough  competition  in  the  market  presum- 
ably that  interest  rates  in  this  very  important  extension  of  credit 
were  not  sent  through  the  ceiling.  Has  that  been  your  experience 
broadly  as  you  have  taken  a  look  at  the  national  picture  as  well  as 
your  own  local  situations,  and  is  it  predictable  that  if  that  has  been 
the  case  in  that  portion  or  one  of  the  portions  of  the  credit  market 
that  has  been  deregulated  in  which  controls  have  been  taken  off 
that  that  would  be  the  case  with  consumer  finance?  Would  you 
offer  any  testimony  in  that  area? 

Mr.  Coffman.  Yes,  I  might  speak  from  the  local  area.  This 
gentleman  can  speak  for  the  national. 

In  Arkansas,  where  we  enjoy  the  preemption  of  usury  on  residen- 
tial mortgages,  our  mortgage  rates  definitely  went  into  the  area  of 
about  1 V*  to  1 V2  percent  markup.  That's  what  we  call  it  above  our 
cost  of  money.  So  we  figured  out  our  cost  of  doing  business,  which 
was  about  1.38  percent  of  our  total  overall  assets  and  we  tried  to 
add  that  in  with  the  1  ^-percent  markup,  which  then  seeks  a  level. 
It  made  a  level  playing  field  for  the  banks  and  the  savings  and 
loans  and  for  the  market  brokers  who  were  selling  in  other  places. 

SHOPPING    FOR    MORTGAGE   RATES 

As  you  said,  the  marketplace  determines  what  you  can  get  for  a 
mortgage.  Those  things  are  shopped  for  by  every  real  estate  dealer 
in  town  so  as  to  make  the  best  possible  deal  to  make  a  sale.  It's 
shopped  for  by  the  home  builder-seller.  It's  shopped  for  by  the 
homebuyers  themselves.  We  have  a  community  of  8,500  people  and 
we'd  have  10  to  20  calls  each  day  wanting  to  know  what  rates 
we're  charging  on  home  loans  at  that  time,  what  fees  we  charge. 

As  you  know,  all  those  things — I  heard  this  testimony  here 
today — the  fees  are  a  fact  of  life.  It's  a  cost  to  do  business.  You 
have  to  have  title  opinions.  You  have  to  have  title  insurance.  Those 
folks  understand  that.  There's  nothing  except  the  marketplace  de- 
termining what  we  can  get  for  our  money.  If  this  usury  is  taken  off 
consumer  loans,  consumer  loans  will  be  shopped  for  just  as  mort- 
gage loans.  The  car  dealers,  the  television,  the  appliance  people — 
whatever  it  might  be — they  are  going  to  be  shopping,  and  lenders 
need  this  relief  so  we  can  help  the  merchants  survive  in  a  commu- 
nity such  as  Arkansas.  Since  I'm  from  Arkansas  I  can  understand 
the  problems.  The  money  is  leaving  our  State.  There's  no  argument 
about  that.  To  keep  it  there,  we're  going  to  have  to  have  this  relief 
that  this  bill  would  give  us,  and  1  thank  you  for  sponsoring  the  bill 
and  I  think  we  need  to  get  it  enacted. 

Senator  Lugar.  Mr.  Brinkerhoff,  do  you  have  any  comments? 

Mr.  Brinkerhoff.  Well,  I  would  just  add  that  certainly  our 
experience  has  been  such  as  you  indicated.  In  our  own  nationwide 
programs,  we  acquire  our  money  in  the  capital  markets  at  a  single 
national  rate  ana  there's  certainly  no  investor  in  any  State  of  the 
union  who  wants  to  take  a  lower  than  market  rate  to  acquire  the 
funds,  and  that's  the  case  as  well  on  the  liability  side  in  any 
financial  institution.  Savers  want  to  obtain  the  highest  rate  that 
they  can,  on  their  deposits  and  those  are  national  rates  that  are 
prevalent  now  following  the  action  taken  by  Congress  to  deregulate 
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the  rate  paid  to  savers.  It's  an  anachronism  on  the  lending  side 
that  some  rates  are  lower  due  to  State  usury  ceilings.  Certainly  on 
the  first  mortgage  side  of  the  equation  our  own  experience  was 
that  when  usury  ceilings  were  preempted  last  year  that  many 
areas  of  the  country,  particularly  the  Northeastern  part  of  the 
country,  which  had  been  precluded  from  activity  in  our  program 
because  lenders  were  not  able  to  pay  market  rates  for  their  funds, 
were  able  to  obtain  a  greatly  increased  supply  of  funds  and  make  it 
available  for  people  in  their  areas  who  wanted  to  purchase  homes. 

We  would  expect  that  same  pattern  would  follow  with  respect  to 
consumer  loans  and  other  kinds  of  loans  that  are  covered  by  S. 
1406.  In  fact,  the  programs  offered  by  the  Mortgage  Corporation 
tend  to  create  a  kind  of  national  rate  for  loans  by  virtue  of  the 
very  activity  that  we  undertake. 

Senator  Lugar.  Thank  you  very  much,  Mr.  Brinkerhoff,  and  I 
thank  each  of  you  gentlemen  for  your  testimony  and  response  to 
the  questions  and  your  patience  in  waiting  until  the  end  of  this 
extensive  hearing,  but  it  has  been  an  interesting  hearing  and  it's 
the  second  in  this  series  of  hearings  on  this  legislation.  The  third 
hearing  will  occur  on  the  21st  of  this  month  and  so  we  look 
forward  to  additional  testimony  at  that  time. 

Mr.  Bark.  Mr.  Chairman,  may  I  add  one  other  thing  to  the 
record? 

Senator  Lugar.  Yes. 

Mr.  Barr.  I  hate  to  take  up  your  time,  but  very  briefly,  I  want  to 
express  some  concern  on  the  part  of  CUNA  to  the  statements  that 
were  made  earlier  this  morning. 

CUNA  is  a  charter  member  of  the  Consumer  Federation  of 
America  and  there  were  several  things  stated  by  that  organization 
that  we  do  not  agree  with. 

First  of  all,  we  do  not  agree  with  their  position,  quite  obviously, 
on  usury  ceilings,  although  we  work  with  them  very  closely  on 
other  positions. 

Some  of  the  statements  they  made  concerning  credit  availability 
we  disagree  with.  For  example,  in  1979  when  Federal  credit  unions 
were  saddled  with  a  12-percent  usury  ceiling.  These  same  credit 
unions  went  from  the  fastest  growing  segment  of  the  financial 
community  to  last  place.  That  was  strictly  due  to  the  12-percent 
usury  ceiling  that  was  in  effect  at  that  time. 

Also,  with  respect  to  the  statement  about  bankruptcy,  Mr.  Con- 
nell,  the  Chairman  of  the  National  Credit  Union  Board,  testified 
yesterday  before  the  House  Banking  Committee.  He  stated  that 
their  statistics  indicate  that  53  percent  of  all  consumer  bankrupt- 
cies are  directly  a  result  of  the  Bankruptcy  Reform  Act  of  1978  and 
not  due  to  current  economic  conditions. 

I  would  just  like  to  get  these  facts  into  the  record,  with  your 
permission. 

Senator  Lugar.  It  will  be  in  the  record  as  direct  testimony  and  I 
appreciate  your  addition.  Thank  you  very  much. 

The  hearing  is  adjourned. 

[Whereupon,  at  12:55  p.m.,  the  hearing  waB  adjourned.] 
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CREDIT  DEREGULATION  AND  AVAILABILITY 
ACT  OF  1981 


TUESDAY,  JULY  21,  1981 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Financial  Institutions, 

Washington,  D.  C. 
The  subcommittee  met,  at  10:08  a.m.,  in  room  5302  of  the  Dirk- 
sen  Senate  Office  Building,  Senator  Richard  G.  Lugar  presiding. 
Senator  Lugar.  Good  morning.  This  third  hearing  on  the  usury 
ceiling  question  is  called  to  order. 

We  are  hearing  witnesses  on  S.  1406  and  S.  963.  We  are  especial- 
ly pleased  to  have  a  distinguished  panel  to  lead  off  this  third 
hearing  this  morning:  Governor  Nancy  H.  Teeters,  Member  of  the 
Board  of  Governors  of  the  Federal  Reserve  System,  and  Dr.  Harold 
A.  Black,  Board  Member  of  the  National  Credit  Union  Administra- 
tion. 

Prior  to  hearing  from  Governor  Teeters  and  Dr.  Black,  I  would 
like  to  take  this  opportunity  to  add  to  the  record  two  statements, 
testifying  to  the  administration's  support  of  federal  preemption  of 
usury  ceilings  for  all  loans. 
[The  information  follows:] 

Department  or  the  Treasury, 
Washington,  D.C.,  May  U.  1981. 
Hon.  Richard  S.  Lugar, 
U.S.  Senate, 
Washington,  D.C. 

Dear  Senator  Lugar:  Secretary  Regan  asked  me  to  respond  to  your  letter  of 
April  27th  regarding  the  Secretary's  position  on  Federal  preemption  of  state  usury 
ceilings.  In  his  testimony  before  the  Senate  Banking  Committee  on  April  28th,  the 
Secretary  stated  that,  in  his  opinion,  usury  ceilings  only  distort  financial  markets 
and  credit  flows  and  do  not  reduce  the  cost  of  credit  in  the  economy.  He  favors 
preemption  of  usury  ceilings  for  all  loans  in  the  manner  prescribed  in  the  Deregula- 
tion Act, 

In  your  letter  you  also  asked  for  the  Secretary's  comments  on  H.R.  2501,  which 
deregulates  interest  rate  ceilings  on  business,  agriculture  and  consumer  credit 
transactions.  The  Secretary  supports  the  approach  of  this  bill  but  feels  that  the 
experts  on  truth  in  lending  and  consumer  safeguards  at  the  Office  of  the  Comptrol- 
ler of  Currency,  whom  you  have  also  asked  to  address  this  issue,  are  better  qualified 
to  comment  on  the  adequacy  of  the  drafting  of  the  bill,  particularly  in  regard  to  the 
sufficiency  of  the  consumer  safeguards. 
Sincerely, 

W.  Dennis  Thomas, 

Assistant  Secretary 
(Legislative  Affairs). 
(481) 
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Testimony  or  Hon.  Donald  T.  Rbgan,  Skxetact  or  m  Tuasubt 
Mr.  Chairman  and  members  of  this  distinguished  Committee,  I  appreciate  this 
opportunity  to  review  with  you  the  current  economic  and  competitive  conditions  in 
our  financial  markets.  I  am  also  eager  to  join  you  in  examining  the  major  l—"t"i"B 
and  consumer  laws  enacted  by  Congress  in  recent  years.  There  has  been  a  lot  of 
legislation  and  this  is  a  good  time  to  review  its  impact  and  effectiveness,  while  the 
strengths  and  weaknesses  of  our  financial  markets  are  being  tested  by  high  infla- 
tion and  high  interest  rates. 

As  you  know,  the  Treasury  Department  directly  administers  only  a  few  provisions 
of  the  recent  legislation.  Most  of  our  responsibilities  are  implemented  through  the 
Office  of  the  Comptroller  of  the  Currency,  and  since  the  Comptroller  and  the  other 
regulators  will  be  testifying  on  their  own  behalf,  I  will  let  them  deal  with  the  more 
technical  features  of  the  legislation. 

I  would  like  to  focus  my  comments  on  how  we  should  be  structuring  and  modern- 


izing our  depository  institutions  for  the  future  with  these  objectives  in  mind.  Every 
action  we  take  must  be  in  the  best  interests  of  the  public  as  consumers  of  financial 
services.  The  Administration  and  the  Congress  share  the  responsibility  to  resist 
protecting  the  parochial  interests  of  some  institutions.  We  must  place  greater  reli- 
ance on  market  forces  to  determine  the  character  and  structure  of  our  fi«m«l 
system.  We  must  build  a  strong  and  competitive  framework  that  will  give  our 
institutions  the  flexibility  to  respond  to  a  changing  financial  environment  with  the 
best  and  most  varied  financial  services  for  years,  indeed,  for  decodes  to  come. 


Despite  enormous  inflationary  pressures  our  financial  markets  and  financial  insti- 
tutions have  generally  been  performing  well.  The  one  problem  area  involves  thrift 
institutions  (savings  and  loan  associations  and  mutual  savings  banks)  and  to  a  lesser 
extent  small  commercial  banks  whose  primary  business  is  financing  housing.  These 
institutions  have  structural  problems  in  their  asset  and  liability  portfolios  that 
make  it  difficult  for  them  to  cope  with  very  high  interest  rates. 

The  distortions  and  uncertainty  caused  by  rapid  and  variable  inflation  are  forcing 
thrift  institutions  to  use  an  increasing  amount  of  short-term  deposit  liabilities  with 
interest  rates  that  vary  with  market  rates  to  make  long-term  mortgage  loans  or  to 
carry  long-term  mortgages  made  in  prior  years.  The  remainder  of  the  institutions' 
deposits  are  under  Federal  deposit  interest  rate  ceilings  and  have  rates  that  vary 
with  market  rates  only  below  the  ceilings. 

However,  mnost  thrift  institution  mortgages  have  fixed  interest  rates  set  when 
the  loans  were  made,  often  years  ago  at  rates  substantially  below  current  market 
levels.  The  ratio  of  variable  rate  mortgages  to  total  thrift  industry  loans  is  much 
smaller  than  the  proportion  of  rate  sensitive  deposits  relative  to  total  deposits. 

This  imbalance  between  increasingly  rate  sensitive  liabilities  and  long-term  rela- 
tively rate  insensitive  assets  is  central  to  the  thrift  industry's  current  problems.  At 
present  short-term  interest  rates  exceed  both  the  rates  on  mast  of  the  institutions' 
existing  mortgages  and  the  long-term  rates  on  new  mortgages  (an  inverted  yield 
curve).  As  a  result,  thrift  institutions  are  paying  more  for  their  liabilities  than  they 
are  earning  on  their  assets,  which  means  they  are  operating  at  a  loss  and  thereby 
eroding  their  capital. 

Recent  decontrol  efforts  have  not  gone  far  enough  in  reducing  the  vulnerability  of 
this  industry  to  short-term  interest  rates  because  the  Federal  government  has, 
unfortunately,  removed  controls  on  depository  institution  liabilities  faster  than  it 
has  decontrolled  their  asset  powers.  This  action  was  taken  to  enable  thrift  institu- 
tions to  at  least  acquire  sufficient  funds  to  carry  existing  assets,  i.e.,  to  meet 
minimum  liquidity  needs.  Actually  in  1980  savings  and  loan  associations  secured 
enough  deposits  and  borrowings  to  increase  their  assets  approximately  nine  percent 
and  mutual  savings  banks  enough  for  an  increase  of  over  five  percent  In  the  first 

Juarter  of  this  year  savings  and  loan  associations  had  another  increase  in  aim  ill 
igures  for  mutual  savings  banks  are  not  yet  available. 

The  institutions  were  less  successful  in  meeting  competition  from  alternative 
investment  instruments  with  market  interest  rates  in  terms  of  what  they  regarded 
as  their  fair  share  of  available  money,  although  they  did  not  do  poorly.  In  1980 
money  market  mutual  fund  assets  increased  $39,2  billion,  while  total  deposits  at 
insured  savings  and  loan  associations  gained  $41.0  billion  and  at  mutual  savings 
banks  $7.8  billion. 

The  dilemma  confronting  thrift  institutions  is  how  to  compete  effectively  for 
deposits  when  short-term  interest  rates  are  so  high  and   most  of  the  industry's 
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Is,  old  and  new,  are  yielding  less  than  the  cost  of  the  deposits.  It  does  little  good 
cquire  funds  that  can  not  be  profitably  employed. 
One  proposed  solution  to  this  dilemma  would  be  to  moderate  the  ability  of  a 


to  acquire  funds  that  can  not  be  profitably  employed. 

One  proposed  solution  to  this  dilemma  would  be  to  moderate  the  ability  of  money 
market  mutual  funds  to  pay  high  interest  rates.  Several  proposals  have  been  ad- 


vanced to  achieve  this  objective,  but  these  would  penalize  the  public  and  not  create 
a  competitive  balance  because  even  if  severe  restrictions  were  enacted  to  drive 
investors  out  of  money  market  funds,  they  would  only  seek  the  highest  interest 
yielding  alternative.  In  our  opinion,  such  restrictions  would  accelerate  the  growth  of 
other  high  rate  investment  vehicles— Treasury  securities,  commercial  paper,  bank- 
ers acceptances,  etc. — and  raise  the  demand  for  still  more  restrictions.  Imposing 
new  controls  on  our  financial  markets  would  be  the  wrong  approach  to  assisting  the 
thrift  industry.  It  would  be  treating  only  a  symptom  of  the  industry's  real  illness 
which  is  excessive  inflation.  What  the  industry  needs  most  at  the  moment,  along 
with   the  entire  economy,   is  less  inflation   and   lower  short-term   interest  rates, 

Mr.  Chairman,  we  think  that  the  President's  economic  program  will  produce 
lower  interest  rates,  and  we  think  it  offers  the  best  possible  solution  to  the  thrift 
industry's  problems.  The  program's  balanced  tax,  budget  and  monetary  policy  fea- 
tures are  designed  to  work  collectively  in  reducing  the  rate  of  inflation.  This,  in 
turn,  should  lead  to  lower  interest  rates  and  a  normal  yield  curve. 

We  believe  that  existing  Federal  agencies  with  whom  we  have  been  in  close 
contact  can  deal  adequately  with  any  seriously  troubled  depository  institutions  that 
may  need  special  assistance  before  or  after  short-term  interest  rates  decline.  The 
Federal  Deposit  Insurance  Corporation  and  the  Federal  Savings  and  Loan  Insurance 
Corporation  regularly  deal  with  institutions  that  have  exceptional  problems.  Simi- 
larly, the  Federal  Home  Loan  Bank  Board  and  the  Federal  Reserve  System  can 
provide  temporary  liquidity  to  institutions  where  that  is  necessary.  We  will  contin- 
ue to  closely  monitor  the  conditions  of  the  thrift  industry  and  will  be  prepared  with 
alternative  approaches  to  its  problems  if  there  is  a  significant  deterioration  in  its 

Now  Mr.  Chairman,  I  would  like  to  turn  my  attention  to  long  term  changes  in  the 
structure  of  our  financial  markets  and  institutions. 

The  Depository  Institutions  Deregulation  and  Monetary  Control  Act  of  1980  ex- 
panded the  concept  of  putting  all  depository  institutions — commercial  banks,  sav- 
ings and  loan  associations,  mutual  savings  banks  and  credit  unions — on  an  equal 
competitive  footing.  We  believe  this  is  a  desirable  objective.  It  seems  that  at  some 

Kint  all  the  institutions  must  have  the  same  cowers  to  perform  the  same  types  of 
siness.  The  current  problems  facing  thrift  institutions  are  largely  the  result  of 
prior  government  attempts  to  structure  an  industry  by  statute  in  ways  that  are  not 
economically  feasible.  We  believe  all  depository  institutions  should  have  equal 
powers  and  should  be  free  to  choose  whatever  specialization  they  wish,  based  on 
their  individual  competitive  skills  and  goals.  The  ultimate  beneficiary  of  this  flexi- 
bility would  be  the  consumer  or  other  user  of  depository  institution  services  whose 
special  conveniences  could  be  more  readily  addressed. 

The  most  pressing  need  at  this  time  is  for  further  decontrol  of  asset  powers,  to 
enable  depository  institutions  to  better  utilize  the  high  cost  deposits  that  go  with 
high  inflation  rates.  In  this  connection,  the  Comptroller  of  the  Currency  recently 
issued  regulations  to  facilitate  the  use  of  rate  sensitive  mortgages  by  national 
banks,  and  the  Federal  Home  Loan  Bank  Board  last  week  further  liberalized  its 
regulations  for  rate  sensitive  mortgages  offered  by  Federal  savings  and  loan  associ- 
ations. Both  actions  should  assist  depository  institutions  financing  housing  to  bal- 
ance the  rate  sensitivity  of  their  assets  and  liabilities. 

The  Deregulation  Act  of  1980  authorized  all  Federally  chartered  thrift  institutions 
to  make  consumer  loans  and  savings  banks  to  make  commercial  loans  under  certain 
limited  conditions.  The  Administration  favors  expansion  of  these  powers  to  allow  all 
depository  institutions  to  make  the  same  type  of  loans  in  whatever  amount  they  see 
fit.  In  developing  this  objective  an  examination  will  have  to  be  made  of  the  present 
tax  incentives  that  encourage  thrift  industry  specialization. 

The  Deregulation  Act  of  1980  also  preempted  state  usury  ceilings  on  mortgage 
and  commercial  loans,  if  the  state  legislatures  do  not  reinstate  the  ceilings  within 
three  years  from  the  effective  date  of  the  Act.  Had  this  preemption  occurred  earlier, 
many  thrift  institutions  would  not  have  so  many  low,  fixed  rate  mortgages  in  their 
portfolios  aggravating  their  current  earnings  problems.  In  our  opinion,  usury  ceil- 
ings only  distort  financial  markets  and  credit  flows  and  do  not  reduce  the  cost  of 
credit  in  the  economy.  Instead,  these  ceilings  simply  alter  or  hide  the  cost  and 
result  in  credit  being  allocated  by  non-market  criteria.  We  would  favor  their  pre- 
emption for  all  loans  in  the  manner  prescribed  in  the  Deregulation  Act. 
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Decontrol  of  the  liability  side  of  depository  institution  balance  sheets  should  move 
in  tandem  with  the  expansion  of  asset  powers.  On  December  31,  1980  all  depository 
institutions  were  authorized  to  offer  Negotiable  Order  of  Withdrawal  accounts. 
These  accounts  had  previously  been  available  only  in  New  England,  New  York  and 
New  Jersey.  In  the  three  months  they  have  been  available  nationwide  NOW  ac- 
counts have  been  as  popular  with  the  public  as  they  were  on  a  regional  basis 
Consequently,  it  seems  appropriate  to  go  the  next  step  and  authorize  all  depository 
institutions  to  accept  demand  deposits.  The  greater  availability  of  c 


As  the  new  Chairman  of  the  Depository  Institutions  Deregulation  Committee  I 
have  a  personal  opportunity  to  work  with  the  other  Committee  members  to  decon- 
trol interest  rate  ceilings  on  deposit  accounts.  While  the  phase  out  of  ceilings  in 
likely  to  take  some  time,  it  needs  to  be  accelerated  and  done  in  a  manner  that  will 
assist  in  easing  the  problems  of  thrift  institutions.  To  this  end,  the  Committee 
already  has  published  for  public  comment  two  proposals  to  decontrol  ceilings  begin- 
ning with  longer  maturing  deposits. 

These  proposals  are  intended  to  allow  thrift  institutions  to  be  increasingly  com- 
petitive in  seeking  longer-term  deposits  which  more  nearly  match  the  effective 
maturities  of  their  long-term  assets.  In  any  event,  I  hope  the  Deregulation  Commit- 
tee will  adopt  a  schedule  that  is  firm,  so  depository  institutions  can  prepare  for 
decontrol.  Too  many  previous  ceiling  changes  nave  been  ad  hoc.  I  invite  the  mem- 
bers of  this  Committee  and  everyone  else  to  comment  on  these  proposals. 

Mr.  Chairman,  at  a  time  in  the  not  too  distant  future  while  the  deregulation  of 
depository  institution  balance  sheets  is  proceeding,  I  would  like  to  join  with  this 
Committee  in  examining  other  aspects  of  depository  institution  operations.  As  these 
organizations  take  on  expanded  powers  to  conduct  the  same  kinds  of  business, 
consideration  should  be  given  to  modernizing  the  structure  of  the  markets  in  which 
that  business  takes  place.  There  needs  to  be  an  early  review  of  the  current  laws 
controlling  the  interstate  and  interindustry  operations  of  depository  institutions.  If 
the  public  is  to  benefit  from  the  increased  powers  of  these  organizations  and  their 
enhanced  ability  to  compete,  the  delivery  of  their  services  must  be  as  efficient  as 
possible,  which  may  even  involve  some  consolidation  of  institutions. 

In  many  ways  the  effectiveness  of  these  highly  regulated  intermediaries  is  de- 
pendent on  the  quality  and  efficiency  of  Federal  supervision.  As  the  powers  of  the 
institutions  coalesce,  it  would  appear  that  there  could  be  some  reduction  in  the 
number  of  Federal  agencies  regulating  depository  institutions.  There  are  currently 
seven  by  my  count — the  Federal  Reserve  Board,  Federal  Deposit  Insurance  Corpora- 
tion, Comptroller  of  the  Currency,  Federal  Home  Loan  Bank  Board,  National  Credit 
Union  Administration  Board,  Federal  Financial  Institutions  Examination  Council 
and  the  Depository  Institutions  Deregulation  Committee — the  last  two  of  which 
were  created  by  recent  legislation.  I  hope  to  eliminate  as  soon  as  possible  the  one  of 
which  I  have  just  become  chairman.  But  even  six  agencies  seems  to  be  excessive  if 
our  objective  is  deregulation. 

There  is  an  urgency  to  all  this  work,  Mr.  Chairman,  because  our  financial  mar- 
kets are  evolving  themselves  much  faster  than  we  in  government  have  responded  to 
changing  technology  and  economic  pressures.  Instead  of  furthering  the  innovations 
in  the  market  place,  government  has  tended  to  impede  them  and  nas  faced  change 
only  when  it  appears  as  a  problem,  such  as  we  are  experiencing  with  the  thrift 
industry.  Government  needs  to  be  more  supportive  of  our  free  markets  and  their 
ability  to  adapt  and  to  rejuvenate  themselves. 

The  recent  legislation  we  are  examining  focuses  on  the  relationships  among 
depository  institutions.  It  does  not  deal  very  much  with  the  broader  issues  concern- 
ing the  relationship  of  these  institutions  to  other  nondepository  financial  organiza- 
tions. Yet,  mergers  in  the  securities  industry  in  recent  weeks  suggest  the  financial 
markets  are  doing  a  lot  of  structuring  of  their  own  that  will  have  implications  for 
depository  institutions.  At  some  time,  this  Committee  should  broaden  its  examina- 
tion of  financial  markets  to  look  at  how  depository  and  nondepository  financial 
businesses  relate.  I  have  some  very  strong  personal  convictions  about  the  need  to 
reduce  legal  barriers  that  separate  the  activities  of  all  financial  institutions  in 
addition  to  those  that  enforce  or  encourage  specialization  among  just  depository 
institutions,  but  the  Administration  is  not  yet  prepared  with  a  policy  on  this 
broader  issue. 

Senator  Lugar.  Welcome,  Governor  Teeters.  Would  you  please 
testify  first  and  then  Dr.  Black? 
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STATEMENT  OF  NANCY  H.  TEETERS,  MEMBER,  BOARD  OF 
GOVERNORS,  FEDERAL  RESERVE  SYSTEM 

Governor  Teeters.  I  would  like  to  submit  my  testimony  for  the 
record. 

I  am  pleased  to  appear  before  the  Subcommittee  on  Financial 
Institutions  to  present  the  Federal  Reserve  Board's  views  on  two 
bills — S.  963,  a  bill  to  authorize  loans  at  interest  rates  in  excess  of 
certain  State  usury  ceilings,  and  S.  1406,  the  Credit  Deregulation 
and  Availability  Act  of  1981.  S.  963  would  temporarily  allow  any 
type  of  lender  to  originate  loans  at  a  rate  of  up  to  1  percent  above 
the  Federal  Reserve  discount  rate.  S.  1406  would  permanently 
remove  all  State  limits  on  interest  rates  on  business,  agricultural, 
and  consumer  credit  and  also  would  preempt  State  restrictions  on 
transaction  and  access  fees  on  consumer  credit  and  payment  serv- 
ices. Both  bills  would  permit  any  State  to  establish  its  own  ceilings 
by  enacting  overriding  legislation. 

S.  963  and  S.  1406  would  thus  broaden  the  coverage  of  preemp- 
tive actions  under  the  provisions  of  the  Depository  Institutions 
Deregulation  and  Monetary  Control  Act  of  1980.  That  act,  as  you 
recall,  authorized  the  orderly  phaseout  and  ultimate  elimination  of 
interest  rate  ceilings  on  deposit  accounts.  In  addition,  it  perma- 
nently preempted  State  usury  laws  affecting  most  first  mortgage 
home  loans  and  temporarily  preempted  State  usury  laws  governing 
most  business  and  agricultural  loans,  permitting  lenders  to  charge 
a  rate  of  up  to  5  percent  above  the  Federal  Reserve  discount  rate. 
The  act  also  extended  to  certain  financial  institutions  the  authori- 
ty, previously  granted  only  to  national  banks,  to  set  rates  on  all 
types  of  loans  of  up  to  1  percentage  point  above  the  discount  rate. 
Any  State,  however,  was  allowed  to  override  certain  of  these  pre- 
emptions. 

In  many  localities  during  the  past  few  years,  rising  costs  of  funds 
have  seriously  eroded  the  profitability  of  lending  at  rates  permitted 
by  State  law.  Consequently,  the  supply  of  credit  in  areas  with 
restrictive  rate  ceilings  has  at  times  been  curtailed,  especially  to 
higher-risk  borrowers,  as  loanable  funds  obtained  at  market  rates 
have  been  channeled  to  other  investments  or  to  geographic  areas 
permitting  a  more  competitive  return.  These  developments  have 
underscored  the  importance  of  allowing  leeway  for  financial  mar- 
kets to  function  without  being  hampered  by  artificial  constraints 
on  loan  rates.  With  that  broad  objective  in  mind,  the  Board  has 
consistently  supported  the  removal  of  impediments  posed  by  usury 
laws.  This  view,  of  course,  has  recently  been  reinforced  by  the 
prospect  of  the  eventual  removal  of  all  controls  on  the  rates  that 
banks  and  thrift  institutions  can  pay  for  deposits. 

RESERVATIONS  ABOUT  ENDORSING  PREEMPTION 

Although  the  Board  favors  termination  of  artificial  constraints 
on  interest  rates,  we  continue  to  have  reservations  about  endorsing 
preemption  by  the  Federal  Government  of  State  usury  laws.  The 
Board  would  prefer  that  the  counterproductive  effects  of  usury 
ceilings  be  addressed  by  corrective  action  at  the  State  level. 

However,  if  the  Congress  chooses  to  act,  we  endorse  the  inclusion 
of  provisions  that  would  allow  individual  States  override  the  Feder- 
al preemption  and  that  would  defer  to  actions  already  taken  in  a 
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number  of  States  to  override  the  preemptive  provisions  of  the 
Monetary  Control  Act.  Although  S.  963  and  S.  1406  would  both 
permit  States  to  supersede  Congressional  action,  only  S.  1406  would 
recognize  the  binding  character  of  overriding  State  actions  which 
have  been  taken  since  the  Monetary  Control  Act  was  enacted,  but 
before  the  effective  date  of  the  new  legislation. 

If  the  Congress  should  choose  to  impose  a  Federal  usury  limit 
rather  than  to  remove  interest  rate  controls  altogether,  the  Board 
would  strongly  advise  against  tying  such  a  ceiling  rate  to  the 
Federal  Reserve  discount  rate,  as  would  be  provided  by  S.  963.  It 
would  be  inappropriate,  we  feel,  to  employ  a  tool  of  monetary 
policy  for  a  use  that  is  not  directly  related  to  policy  needs. 

The  Federal  Reserve  discount  rate,  as  you  know,  is  the  rate  of 
interest  charged  by  Federal  Reserve  banks  on  extensions  of  short- 
term  credit  to  depository  institutions.  There  are  significant  restric- 
tions on  the  amount  and  the  frequency  of  discount  window  borrow- 
ing by  depository  institutions.  Ordinarily,  large  institutions  with 
access  to  national  money  markets  are  expected  to  repay  these  loans 
the  following  business  day;  smaller  institutions  that  lack  such 
broad  market  access  may  require  accommodation  for  somewhat 
longer  periods  of  time.  In  any  case,  the  maturity  of  this  special 
type  of  borrowing — largely  to  meet  temporary  requirements  for 
funds — is  ordinarily  much  shorter  than  is  typical  for  business, 
agricultural,  or  consumer  credit.  The  discount  rate  thus  provides 
no  sensitive  indication  of  the  course  of  interest  rates  on  longer 
maturity  credits. 

Another  reason  why  the  discount  rate  is  inappropriate  for  index- 
ing is  that  it  is  an  administered  rate  which  reflects  frequently 
complex  general  policy  considerations.  As  a  result,  it  deviates  fairly 
often  from  other  market  interest  rates,  even  those  of  comparable 
maturity.  Tying  the  usury  limit  to  the  Federal  Reserve  discount 
rate  would  thus  increase  the  likelihood  that  a  statutory  ceiling 
might  at  times  be  below  market  interest  rates,  thus  constraining 
the  availability  of  credit  subject  to  the  usury  law.  That  is  especially 
the  case  in  consumer  lending,  where  going  rates  at  any  one  time 
typically  range  widely  depending  on  loan  size,  collateral,  if  any, 
and  other  determinants  of  credit  risk. 

BOARD  RELUCTANT  TO  ASSUME  INTERPRETATIONS 

Also  of  concern  to  the  Board  is  that  Title  II  of  S.  1406  would 
authorize  and  direct  the  Federal  Reserve  to  publish  official  inter- 
pretations about  the  scope  and  the  application  of  the  consumer 
credit  preemption  provisions  of  the  act.  The  Board  recognizes  that 
these  rulings  could  help  resolve  uncertainties  about  the  relation- 
ship of  the  Federal  law  to  State  usury  laws.  Even  so,  it  is  unclear 
whether  the  benefits  accruing  to  the  public  from  these  interpretive 
rulings  would  outweigh  the  costs  of  the  additional  paperwork  and 
the  administrative  apparatus  that  would  be  required.  Moreover, 
the  Board  is  reluctant  to  assume  the  role  of  interpreting  these 
legal  relationships  and  of  resolving  possible  statutory  conflicts. 
These  are  functions  primarily  of  a  judicial  character  that,  in  the 
Board's  opinion,  should  remain  within  the  purview  of  the  courts 
wherever  possible.  They  are  far  removed  from  the  Board's  primary 
responsibility  for  formulation  of  monetary  policy. 
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Another  special  feature  of  S.  1406  is  the  removal  of  State  con- 
trols on  periodic  fees  associated  with  credit  card  or  debit  card 
accounts  as  well  as  transaction  charges  for  credit  cards  or  payment 
mechanism  services.  As  in  the  case  of  interest  rate  ceilings,  the 
Board  favors  the  determination  of  such  fees  and  charges  by  market 
forces.  The  prohibition  in  some  states  of  account  or  transaction  fees 
on  credit  card  accounts  has  allowed  customers  who  pay  in  full  by 
the  end  of  the  billing  cycle  to  use  credit  services  without  paying  for 
them.  Permitting  transaction  and  access  fees  in  such  instances 
makes  economic  sense  because  these  charges  enable  creditors  to 
allocate  costs  in  accordance  with  the  usage  of  specific  services. 
However,  the  Board  believes  that,  where  necessary,  corrective 
action  at  the  State  level  would  be  the  most  desirable  way  to  ad- 
dress any  counterproductive  effects  of  limitations  on  these  fees  and 
charges. 

To  summarize,  the  Board  supports  attempts  to  remove  ceilings 
that  can  constrain  the  price  of  business,  agricultural,  and  consum- 
er credit.  It  also  supports  efforts  to  eliminate  controls  on  fees  that 
may  be  charged  in  connection  with  consumer  credit  accounts  and 
services.  The  Board  continues  to  feel,  however,  that  state  action 
rather  than  federal  law  should  prevail  whenever  possible  in  gov- 
erning pricing  policies  of  these  kinds.  In  view  of  the  large  and 
rapid  recent  changes  in  the  underlying  determinants  of  the  cost 
and  the  availability  of  credit,  appropriate  action  at  the  State  level 
has  become  all  the  more  imperative. 

[Complete  statement  follows:] 
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credit,   and    also  would  preempt   state  restrictions   on  transaction  and 
access    fees   on  consumer  credit   and  payment    services.      Both  bills  would 
permit    any   state   to   establish  its  own  ceilings  by  enaction  overriding 
legislation. 

S.963  and  S.1406  would  thua  broaden  the  coverage  of  preemptive 
actions  under  the  provision*  of  the  Depository  Institutions  Deregulation 
and  Monetary  Control  Act    of   1980.      That  Act,    as   you   recall,  authorised 
the  orderly  phase-out  and  ultimate  elimination  of  interest   rate  ceilings 
on  deposit   accounts.      In  addition,   it  permanently  preempted  state 
usury   laws    affecting  moat    first   mortgage  home   loans,    and  temporarily 
preempted  state  usury  laws  governing  most  business  and  agricultural 
loana,   permitting  lenders  to  charge  a  rate  of  up  to  S  percent  above 
the  Federal   Reserve  discount   rate.     The  Act  alao  extended  to  certain 
financial  inatitutiona  the  authority,   previously  granted  only  to 
national   banks,   to  set  rate*  on  all  typea  of  loana  of  up  to  one  per- 
centage point   above  the  discount  rat*.     An) 
to   override   certain  of  these  preemptions. 
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of   fundi  have  seriously  eroded  Che   profitability  of  lending  at   I 
permitted   by   state   law.      Consequently,    the   aupply  of  credit    in  i 
with   restrictive   rate  ceilings  has   at   nines   been  curtailed,    espe 
to  higher-riak  borrowera,    as   loanable    fundi  obtained   at  narket    I 
have  been  channeled  to  other  investments  or  to  geographic  areaa  perait- 
lpetitive   return.     These  developments  have  underscored 
of   allowing    leeway    for    financial   markets    to   function 
tampered   by  artificial   conatraint*  on  loan  ratea.     With 
that   broad  objective  in  oind,    the  Board  has  consistently   supported  the 
removal    of    impedimenta   posed   by  usury   laws.      This  view,  of  course,   has 
recently  been  reinforced  by  the  prospect  of  the  eventual   removal  of 
all  controls  on  the  rates  that  bank*  and  thrift   institutions  can  pay 
for  depoiiti. 

Although  the  Board  favors  termination  of  artificial  con- 
straints on  intereat  rates,  we  continue  to  have  reservations  about 
endorsing  preempt  ion  by  the    federal    government  of    state  usury   lava. 
The  Board  would  prefer  that  the  counter-productive  effects  of  usury 
ceilings  be  addressed  by  corrective  ection  at  the  state  level.     How- 
ever,   if  the  Congress   chooses   to  act,    we   endorse   the   inclusion  of 
provisions   that  would  allow  individual  states  to  override  the  federal 
preemption,  and  that  would  defer  to  actions  already  taken  in  a  number 
of    states    to   override   the  preemptive    provisions  of   the  Monetary  Control 
Act.      Although  S.963  and   S.  1406  would  both  permit  states   to   supersede 
Congressional   action,  only  8.1406  would  recognise  the  binding  character 
of  overriding  atate  actions  which  had  been  taken  since  the  Monetary 
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Control  Act  was   enacted  but  before   the  effective   date   of   the  new 
legislation. 

If   the  Congress    should   choose   to   ianose  a   federal   usury 
limit   rather  than  to  remove    interest    rate   controls   altogether,    the 
Board  would  strongly  advise  against   tying  such   a  ceiling  rate   to  the 
Federal  Reserve  discount  rate,   aa  would  be  provided  by  S.963.      It 
would  be  inappropriate,  we   feel,  to  employ  a  tool  of  monetary  policy 
for  a  use  that   is  not  directly  relsted  to  policy  needs. 

The  Federal  Reserve  discount  rate,  as  you  know,   is  the  rate 
of   interest    charged  by  Federal  Reserve   banka  on  extensions  of  short- 
ten  credit   to  depository  institutions  that  are  subject   to  signifi- 
cant   restrictions  on  the  amount   and   the    frequency  of  their  discount 
window  borrowing.      Ordinarily,    large   institutions  with   access   to 
national  money  markets,  are  expected  to  repay  these  loans  the  following 
business  day;    smaller  institutions  that   lack   such  broad  market    access 
may  require  accommodation    for   somewhat,   longer  periods   of  time-       In  any 
case,   the  maturity  of  this  special   type  of  borrowing — largely  to  meet 
temporary  requirement*    for   funds — is  ordinarily  much  shorter  than  is 
typical   for  business,   agricultural,  or  consumer  credit.     The  discount 
rate  thus   provide*  no   sensitive   indication  of  the  course  of   interest 
rates  on  longer  maturity  credita. 

Another  reason  why  the  discount   rste   is    inappropriate    for 
indexing  is   that    it   it  an  administered  rate  which  reflects    frequently 
complex  general  policy  considerations.     As  a  result,   it  devisees 
fairly  often   from  other  market   interest    rales,    even  those   of  comparable' 
maturity.      Tying   the  usury   limit   to   the  Federal    Reserve  discount   rats 
would  thus  increase  the   likelihood  that  a  statutory  ceiling  might  at 
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Another  special   feature  of  S.1406  is  tha  removal  of  stats 
an  periodic   fees  associated  with  credit  card  or  debit  card 
as  well  as   transaction  charges   for  credit  carda  or  payment 
Kchaniem  services.     As  in  the  case  of  interest  rate  ceilings,   the 
loord    favors    the   determination  of   such    fees  and   charges  by  market 
forces.      The   prohibition  in  some  state*  of  account   or  transaction    fees 
in  credit  card  accounts  haa  allowed  customers  who  psy  in  full  by  the 
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end   of   the   billing  cycle   to  use  credit   services  without  paying   for   Chen. 
Permitting  transaction  and  access  fees  in  such   instances  suikes  economic 
sense   because   these   charges   enable  creditors   to  allocate  costs   in 
accordance  vith  the  usage  of  specific  services.     However,  the  Board 
believes   Chat — where  necessary — corrective   action  at   the  state   level 
would   be    the  most  desirable  way   to   address   any  counter-productive 
effects   of  limitations  on  these   fees   and   chsrges. 

To   summarize ,    the  Bosrd  supports   attempts   to   remove  ceilings 
that    can  constrain  the   price  of  buaineaa,    agricultural,    and   consumer 
credit.     It   also  supports  efforts  to  eliminate  controls  on  fees  that 
nay  be  charged  in  connection  with  consumer  credit  accounta  and  payment 
services.      The  Hosrd   continues   to   feel,  however,    that   state   action 
rather  than    federal    law  should  prevail  whenever  possible   in   governing 
pricing  policies  of  these  kinds.      In  view  of  the  large  and  rapid 
recent  changes   in  the  underlying  determinants  of  the  coat  and  the 
availability  of  credit,  appropriate  action  at  the  state  level  has 
become   all  the  more  imperative. 
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Senator  Lugar.  Thank  you,  Governor  Teeters. 
Dr.  Black? 

STATEMENT  OF  HAROLD  A.  BLACK,  BOARD  MEMBER, 
NATIONAL  CREDIT  UNION  ADMINISTRATION, 

Dr.  Black.  Thank  you,  sir. 

I  am  pleased  to  be  here  today  in  order  to  testify  on  behalf  of  the 
National  Credit  Union  Administration  about  two  pieces  of  proposed 
legislation  that  will  have  a  pervasive  effect  on  the  credit  union 
industry  if  they  are  enacted. 

I  strongly  endorse  the  fundamental  principles  underlying  both 
pieces  of  legislation.  It  has  become  increasingly  evident  that  bind- 
ing usury  ceilings  greatly  distort  the  flow  of  credit  throughout  the 
entire  economy.  Whenever  the  cost  of  funds  to  lenders  approaches 
or  exceeds  artificial  loan  rate  ceilings,  lending  activity  must  be 
curtailed.  Invariably,  consumers  and  small  businesses  are  the  first 
to  be  affected  by  the  diminished  availability  of  credit. 

The  misallocation  of  funds  within  the  financial  system  induced 
by  interest  rate  ceilings  precludes  the  optimal  utilization  of  scarce 
economic  resources.  Usury  ceilings  impede  the  flow  of  funds  to 
productive  activities.  Every  sector  of  the  economy  will  benefit 
greatly  from  the  increased  supply  of  credit  that  will  follow  the 
elimination  of  usury  ceilings  on  consumer,  business,  and  agricul- 
tural credit  which  is  contained  in  S.  1406. 

While  S.  963  is  commendable  because  it  provides  for  preemption . 
of  State  usury  ceilings,  the  proposed  bill  still  fails  to  solve  the  basic 
problem.  Establishing  an  indexed  Federal  usury  rate  does  not  elim- 
inate the  possibility  that  a  Federal  ceiling  could  become  binding 
some  time  in  the  future  just  as  many  State  usury  ceilings  are 
presently  binding. 

Beyond  the  deficiencies  of  an  indexed  usury  ceiling,  the  index 
proposed  in  S.  963  is  not  an  accurate  measure  of  the  cost  of  funds 
to  lenders.  As  Governor  Teeters  has  just  pointed  out,  the  discount 
rate  is  not  determined  by  the  forces  of  supply  and  demand  within 
the  money  markets;  rather,  it  is  administered  by  the  Board  of 
Governors  and  reflects  the  policy  goals  of  the  Federal  Reserve 
system. 

While  S.  963  represents  a  movement  in  the  right  direction,  I 
would  prefer  to  support  the  adoption  of  S.  1406.  The  Credit  Deregu- 
lation and  Availability  Act  of  1981  offers  a  permanent  solution  to 
the  problems  precipitated  by  usury  ceilings.  The  complete  elimina- 
tion of  interest  rate  ceilings  on  consumers,  business,  and  agricul- 
tural credit  properly  assigns  the  determination  of  interest  rates  on 
all  types  of  lending  to  the  financial  markets  and  obviates  the  need 
to  revise  the  law  whenever  unanticipated  interest  rate  develop- 
ments occur. 

REPEAL  OF  THE  USURY  CEILING 

S.  1406  is  especially  important  because  it  provides  an  explicit 
repeal  of  the  usury  ceiling  contained  in  the  Federal  Credit  Union 
Act.  I,  as  a  member  of  the  National  Credit  Union  Administration 
Board,  support  the  removal  of  the  interest  rate  ceiling  on  loans 
issued  by  Federal  credit  unions.  I  strongly  believe  that  loan  rates 
should  be  a  business  decision  set  by  individual  credit  unions.  The 
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basic  cooperative  nature  of  credit  unions  and  the  forces  of  competi- 
tion within  the  market  for  consumer  credit  will  insure  that  the 
interest  rates  charged  on  member  loans  will  remain  fair  and  rea- 
sonable. 

The  following  upward  shift  of  interest  rates  which  began  in  late 
1978  and  early  1979,  the  statutory  usury  ceiling  has  often  severely 
disrupted  Federal  credit  union  operations.  Over  the  past  2  years, 
intermittent  binding  usury  ceilings  have  forced  credit  unions  to 
curtail  lending  activity.  The  decline  in  lending  activity  has  sub- 
stantially reduced  industry  growth.  The  high  cost  of  funds  and  the 
artificially  low  return  on  loans  significantly  reduced  credit  union 
earnings.  Diminished  earnings  has  threatened  the  long-term  viabil- 
ity of  many  credit  unions.  The  disruption  of  lending  activities  has 
also  reduced  the  credit  union  share  of  the  consumer  credit  market. 

The  binding  usury  ceiling  also  increased  the  number  of  designat- 
ed problem  credit  unions.  During  1979,  the  number  of  problem 
credit  unions  increased  fivefold  to  817.  Those  817  credit  unions 
have  total  assets  of  $1,375  billion.  The  authorization  of  a  less 
restrictive  usury  ceiling  prevented  further  deterioration  in  1980.  At 
the  end  of  1980,  there  were  818  problem  credit  unions  with  $1,545 
billion  in  assets. 

The  abrupt  decline  in  credit  union  lending  activities  reduced  the 
presence  of  credit  unions  in  the  consumer  credit  market.  Through- 
out the  1970's,  the  credit  union  share  of  the  consumer  credit 
market  had  grown  steadily.  However,  during  1979  and  1980,  the 
market  share  of  credit  unions  began  to  decline.  Since  the  end  of 
1978,  the  share  of  total  outstanding  consumer  installment  credit 
held  by  credit  unions  has  fallen  from  16.7  percent  to  14  percent. 

The  perverse  effects  of  the  usury  ceiling  are  clearly  revealed  in 
the  growing  importance  of  finance  companies  as  consumer  install- 
ment lenders.  The  credit  union  usury  ceiling  was  originally  intend- 
ed to  preserve  a  low  cost  source  of  funds  for  individual  savers. 
Instead,  as  credit  unions  curtailed  lending,  credit  union  members 
were  forced  to  borrow  from  the  more  expensive  consumer  finance 
companies.  Since  the  end  of  1978,  the  share  of  total  outstanding 
consumer  installment  credit  held  by  finance  companies  has  in- 
creased from  19.7  percent  to  24.5  percent.  While  credit  union  loans 
have  remained  relatively  inexpensive,  they  have  also  become  less 
available. 

[Complete  statement  follows:] 
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TESTIMONY  OF 
HAROLD  A.  BLACK,  BOARD  KEHBER 
NATIONAL  CREDIT  UNION  ADMINISTRATION 
Mr.  Chairman  and  members  of  the  Subcommittee,  I  a*  pleased 
tu  be  here  today  in  order  to  testify  on  behalf  of  the  National 
Credit  Union  Administration  about  two  pieces  of  proposed  leg- 
islation that  Mill  have  pervasive  effects  on  the  credit  union 
industry  if  they  are  enacted.   S.1406  which  is  entitled   the 
"Credit  Deregulation  an  Availability  Act  of  1901"  contains  a 
provision  to  reaove  the  15  percent  interest  rate  ceiling  on 
loans  «ade  by  Federal  credit  unions.  S.963  Mould  authorize  all 
lenders,  including  credit  unions,  to  charge  as  much  as  one 
percentage  point  above  the  Federal  Reserve  discount  rate  until 
April  1,  19B3. 

I  strongly  endorse  the  fundamental  principles  underlying 
both  pieces  of  legislation.  It  has  become  increasingly  evident 
that  binding  usury  ceilings  greatly  distort  the  flow  of  credit 
throughout  the  entire  economy.  Whenever  the  cost  of  funds  to 
lenders  approaches  or  exceeds  artificial  loan  rate  ceilings, 
lending  activity  must  be  curtailed.  Invariably,  consumers  and 
snail  businesses  are  the  first  to  be  affected  by  the  diminished 
availability  of  credit. 

Ihe  missllocstion  of  funds  within  the  financial  system 
induced  by  interest  rate  ceilings  precludes  the  optimal  u.tili- 

flow  of  funds  to  productive  activities.  Every  sector  of  the 
economy  will  benefit  greatly  from  the  increased  supply  of 
credit  that  will  follow  the  elimination  of  usury  ceilings  on 
consumer,  business  and  agricultural  credit  which  is  contained 
in  S.1406. 


D,g,t,zedbyG00gIe 


While  5.963  is  cutiKendable  because  it  provides  Tor  pre- 
emption of  state  usury  ceilings,  the  proposed  bill  still  fails 
to  solve  the  basic  problea.  Establishing  an  indexed  Federal 
usury  rate  does  not  eliminate  the  possibility  that  a  Federal 
ceiling  could  become  binding  sometime  in  the  future  just  as  many 
state    usury    ceilings   are    presently    binding. 

Beyond  the  deficiencies  of  an  indexed  usury  ceiling,  the 
index  proposed  in  5.963  is  not  an  accurate  measure  of  the  cost 
of  funds  to  lenders.  The  discount  rate  is  not  determined  by  the 
forces  of  supply  and  demand  within  the  money  markets.  Rather, 
it  is  administered  by  the  Board  of  Governors  and  reflects  the 
policy  goals  of  the  Federal    Reserve   System.      The   discount   rate 

and  adjustments    in    the    rate    are   made   only   with   a    considerable 
lag. 

While  S.963  represents  a  movement  in  the  right  direction, 
I  would  prefer  to  support  the  adoption  of  5.1106.  The  "Credit 
Deregulation  and  Availability  Act  of  1981"  offers  a  permanent 
solution  to  the  problems  precipitated  by  usury  ceilings.  The 
complete  elimination  of  interest  rate  ceilings  on  consumer, 
business  and  agricultural  credit  properly  assigns  the  determi- 
nation of  interest  rates  on  all  types  of  lending  to  the 
financial  markets  and  obviates  the'  need  to  revise  the  law 
whenever    unanticipated    interest    rate    developments    occur. 
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S.14Q6  is  especially  important  because  it  provides  an 
explicit  repeal  of  the  usury  ceiling  contained  in  the  Federal 
Credit  Union  Act.  I ,  as  a  member  or  the  National  Credit  Union 
Administration  Board,  support  the  removal  of  the  interest  rate 

believe  that  loan  rates  "should  be  a  business  decision  set  by 
individual  credit  unions.   The  basic  cooperative  nature  of 

for  consumer  credit  will  ensure  that  the  interest  rates  charged 

CREDIT  UNIONS  ANO  THE  USURY  CEILING 

During  recent  years,  the  financial  system  has  undergone 
some  fundamental  structural  changes  which  have  rendered  usury 
rates  ceilings  obsolete.  Accelerating  inflation  and  height- 
ened econmic  uncertainty  have  induced  high  and  volatile  inter- 

increaaed  the  competition  for  deposits.   Credit  unions  and 

of  low-cost  deposits  for  a  supply  of  loanable  funds.    The 

stantial  increase  in  the  cost  of  furtds  to  depositor7~ insti- 
tutions.  The  marginal  cost  of  d'eposit  funds  is  now  tied 
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Fallowing  the  upward  shift  of  interest  rates  which  began 
in  late  1976  and  early  1979,  the  statutory  usury  ceiling  has 
often  severely  disrupted  Federal  credit  union  operations.  Over 
the  past  two  years,  intermittent  binding  usury  ceilings  have 
forced  credit  unions  to  curtail  lending  activity.  The  decline 
in  lending  activity  has  substantially  reduced  industry  growth. 
The  high  cost  of  funds  and  the  artificially  low  return  on  loans 
significantly  reduced  credit  union  earnings.  Diminished  earn- 
ings has  threatened  the  long  tern  viability  of  aany  credit 
unions.  The  disruption  of  lending  activities  has  also  reduced 

The  impact  of  the  usury  ceiling  has  .been  most  evident  on 
credit  union  lending  operations  over  the  past  two  years.  Prior 
to  1979,  the  12  percent  usury  ceiling  for  Federal  credit  unions 
was  not  binding.  During  the  sustained  economic  expansion  that 
followed  the  1974  -  1975  recession,  lending  by  Federal  credit 

an  average  annual  rate  of  23. D  percent  between  1976  and  1978. 
When  the  usury  ceiling  became  binding  in  1979,  loan  growth  fell 
sharply;  from  22. J  percent  in  1978  to  only  3.1  percent  1979.  A 
study  conducted  by  the  NCUA  staff  estimated  that  the  12  percent 
usury  ceiling  alone  reduced  credit  union  lending  by  $870 
million  when  the  ceiling  became  binding  in  1979  and  1980. 
During  198Q,  Federal  credit  unions  actually  reduced  outstand- 
ing loans  by  7.7  percent. 
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As  lending  activity  has  declined,  the  growth  of  credit 

growth  fell  from  17.6  percent  in  1978  to  4.9  percent  in  1979. 
For  the  first  time  in  many  years,  state  chartered  credit 

grew  faster  than  Federal  credit  unions.  When  the  usury 
ceiling  was  raised  to  15  percent  following  the  passage  of  the 
Depository  Institutions  Deregulation  and  Monetary  Control 
Act  in  March  1980,  the  usury  ceiling  became  less  restrictive. 
Throughout  the  rest  of  1980,  Federal  credit  unions  grew,  more 

Though  credit  unions  reduced  lending  activities  when 

sharply,  especially  in  1979.  Two  developments  reveal  the 
severe  earnings  problems  encountered  by  credit  unions  when 
the  return  on  loans  was  not  sufficient  to  cover  the  cost  of 
funds.  In  1979,  the  National  Credit  Union  Administration 
waived  the  statutorily  required  transfer  to  reserves  so  that 

Credit  union  earnings  improved  slightly  in  1980  *hen  the 
usury  ceiling  was  raised  to  15  percent.  While  the  waiver  of 
the  required  transfer  to  reserves  was* approved  for  alt-credit 
unions  during  the  first  quarter  of  1980,  the  waiver  was 

fourth  quarters  of  1980. 
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The  binding  usury  ceiling  also  increased  the  nuaber  of 
designated  problem  credit  unions.  During  1979,  the  nuaber  of 
problea  credit  unions  increased  fivefold  to  817.  Those  817 
credit  unions  have  total  assets  of  $1,375  billion.  The  autho- 
rization of  a  less  restrictive  usury  ceiling  prevented  further 
deterioration  in  1980.  At  the  end  of  1983,  there  were  808 
problsa  credit  unions  with  SI. 545  billion  in  assets. 

The  abrupt  decline  in  credit  union  lending  activities 
reduced  the  presence  of  credit  unions  in  the  consuoer  credit 
aarket.  Throughout  the  1970s,  the  credit  union  share  of  the 
consumer  credit  market  had  grown  steadily.  However,  during 
1979  and  1980,  the  aarket  share  of  credit  unions  began  to 
decline.  Since  the  end  of  1978,  the  share  of  total  outstanding 

iron  16.7  percent  to  14.0  percent. 

The  perverse  effects  of  the  usury  ceiling  are  clearly 
revealed  in  the  growing  importance  of  finance  companies  as 
consumer  installment  lenders.   The  credit  union  usury  ceiling 

for  individual  savers.  Instead,  as  credit  unions  curtailed 
lending,  credit  union  members  were  Torced  to' borrow  from  the 
more  expensive  consumer  finance  companies.  Since  the  end  of 
1978,  the  share  of  total  outstanding  consumer  installment 
credit  held  by  finance  companies  has  increased  froa  19.7 
percent  to  24. 5  percent.  While  credit  union  loans  have  remained 
relatively  inexpensive,  they  have  also  becoae  less  available. 
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CONCLUSION 

Usury  ceilings  have  outlived  their  usefulness.  Usury 
ceilings  were  appropriate  in  an  era  when  there  was  a  very 
limited  aggregate  supply  of  consumer  credit  and  interest  rates 
were  stable.  When  the  usury  ceiling  for  federal  credit  unions 
was  originally  established  in  1934,  the  greatest  problem  con- 
fronted by  individual  borrowers  was  the  smsll  number  of  lenders 
and  the  consequent  lack  of  available  credit.  Interest  rate 
ceilings  were  necessary  in  order  to  prevent  lenders  from 
exploiting  their  substantial  market  power  and  charging  ex- 
cessive interest  rates  on  individual  loans. 

At  the  present  time,  individuals  face  a  very  different  set 
of  borrowing  problems.  In  recent  years,  the  aggregate  supply 
of  consumer  credit  has  grown  rapidly.  The  market  for  individual 
loans  has  become  highly  competitive.  With  thousands  of  insti- 
tutions engaged  in  consumer  installment  lending,  the  forces  of 

rates  on  creditworthy  borrowers.  Individuals  now  have  many 
alternative  sources  of  credit.  The  availability  of  credit  only 
becomes  a  problem  when  usury  rates  are  binding.  Loan  rate 
ceilings  that  are  below  the  market-clearing  interest  rate  cause 
lenders  to  deny  credit  to  borrowers  who  are  willing  to  pay 
competitive  rates.  Binding  usury  ceilings  interfere-*! th  the 
workings  of  the  market  pricing  mechanism.  When  lenders  are 
forced  to  curtail  lending  activity,  they  must  resort  to  nonrate' 
rationing,  which  is  inherently  discriminatory.  Individual 
borrowers  very,  often  find  themselves  unable  to  obtain  credit 
for  reasons  that  have  very  little  to  do  With  the  interest  rates 
they  are  willing  to  pay  on  loans. 
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In  closing,  I  would  point  out  that  times  have  indeed 
changed.  Consumers  are  far  more  sophisticated  than  in  the  past. 
The  Truth  in  Lending  Act  has  provided  a  measure  or  disclosure, 
competition  is  heightened,  and  I  have  great  faith  that  credit 
unions  will  continue  their  traditional  role  of  Member  education 
and  of  providing  credit  at  reasonable  rates  to  persons  of  modest 

Once  again,  I  would  like  to  urge  very  strongly  the  passage 
or  5.1406,  the  "Credit  Deregulation  and  Availability  Act  of 
1961"  as  soon  as  possible.  Mr.  Chairman,  I  would  be  happy  to 
answer  any  guestions  that  you  or  the  members  of  the  Sub- 
committee might  have. 
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Senator  Lugar.  You  continue  to  have  reservations  about  endors- 
ing preemption  by  the  Federal  Government  of  State  usury  laws, 
Governor  Teeters,  and  of  course  this  is  a  critical  point  in  the 
legislation  because,  essentially,  it  has  been  argued  by  both  propo- 
nents of  the  bill  and  people  who  have  testified  that  this  degree  of 
preemption  has  occurred  in  other  areas  of  credit — mortgage  rates, 
for  example. 

Governor  Teeters.  It  really  has  not  meant  much  preemption 
because  it  is  tied  to  the  discount  rate,  which  is  currently  14  per- 
cent; it  is  1  percent  above  the  discount  rate,  and  that  has  not  really 
freed  up  most  consumer  loan  rates  very  much.  That  was  put  in,  I 
think,  primarily  to  give  other  financial  institutions  the  same  privi- 
lege that  the  national  banks  had. 

Senator  Lugar.  I  thought  the  mortgage  rate  was  really  totally 
unleashed. 

Governor  Teeters.  No. 

Senator  Lugar.  Not  so? 

Governor  Teeters.  No. 

Senator  Lugar.  Let's  back  up  for  a  second.  The  whole  point  of 
the  Deregulation  Act  of  the  year  before  was  to  bring  about  a 
national  credit  change  that  offers  really  substantial  preemption, 
does  it  not?  In  other  words,  we  have,  aside  from  this  area  of 
consumer  credit  that  we  are  left  with  here,  a  situation  by  and  large 
in  which  the  rest  of  the  credit  situation  is  federalized  in  one  form 
or  another. 

Governor  Teeters.  The  deregulation  part  of  the  Monetary  Con- 
trol Act  provides  for  the  phaseout  of  the  Reg  Q  ceilings  over  a 
period  of  6  years.  So  there  is  still  a  period  in  which  there  will  be  at 
least  some  form  of  ceiling  on  the  deposit  side.  And  the  DIDC  has 
moved  to  set  that  schedule  now. 

USURY    LAWS  SHOULD   BE   STATE-REMOVED 

But  most  of  these  laws  are  State  laws,  and  they  are  rather 
extensive.  I  remember  a  year  ago  looking  at  the  State  of  Massachu- 
setts, and  there  are  about  14  or  more  laws  regarding  usury  in  one 
State  alone.  Since  these  are  State-passed  laws,  the  position  of  the 
board  is  that  they  should  be  State-removed  laws,  whereas  the  Q 
ceilings  were  federally  imposed. 

Senator  Lugar.  Fair  enough.  But  on  one  side,  as  many  have 
argued,  you  have  the  Federal  Government  very  heavily  involved, 
and  on  the  other,  conveniently  enough,  one  can  argue  that  because 
the  States  have  14  laws  apiece  and  so  forth,  they  ought  to  be 
removing  them  one  at  a  time.  At  least  those  who  are  involved  in 
this  business  say,  "What  is  sauce  for  the  goose  ought  to  be  sauce 
for  the  gander."  We  have  a  real  problem  working  it  through  in  this 
way. 

This  is  why,  although  many  on  this  committee  are  strongly  in 
favor  of  the  application  of  States  rights,  we  have  a  feeling  that  the 
barn  door  was  opened  a  long  time  ago.  At  this  stage,  we  are 
attempting  to  get  back  to  a  situation  where  the  money  coming  in, 
the  money  going  out,  has  much  the  same  sort  of  situation. 

Governor  Teeters.  May  I  point  out  that  if  the  Congress  does  go 
for  Federal  preemption,  we  strongly  support  the  provisions  that 
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would  permit  the  States  to  reimpose  their  own  usury  laws,  as  I 
gather  some  have  under  the  Monetary  Control  Act. 

Senator  Lugar.  What  would  be  the  effect  of  that?  Let's  say  that 
we  have  a  preemption — 1406  suggests  that — and  the  3-year  period 
of  time  in  which  States  might  come  back.  Some  witnesses  have 
argued  that  indeed  States  would;  some  have  said  that  this  might 
become  a  political  issue  in  States  with  people  falling  over  them- 
selves competitively  to  get  back  into  the  usury  situation.  Do  you 
have  any  feel  for  that? 

Governor  Teeters.  I  have  no  feel  for  what  the  State  reaction 
would  be  to  that  at  all. 

Senator  Lugar.  You  would  say  philosophically,  if  the  preemption 
occurs,  that  then  the  3-year  thing  is  important? 

Governor  Teeters.  It  is  important. 

Senator  Lugar.  For  a  tradeoff,  for  a  check  and  a  balance. 

Governor  Teeters.  Yes.  I  feel  more  strongly  about  the  discount 
rate.  It  really  is  the  wrong  rate  to  attach  any  sort  of  usury  ceiling 
to.  It  is  an  administered  rate  and  is  set  for  totally  different  rea- 
sons. I  think  that  it  is  the  wrong  rate  to  use  in  setting  any  sort  of 
ceiling. 

Senator  Lugar.  If  you  were  to  rate  the  relative  Btrength  of  your 
comments 

Governor  Teeters.  That  has  my  first  priority. 

Senator  Lugar.  Very  good. 

Dr.  Black,  what  is  your  feeling  about  States  rights  and  Federal 
preemption  in  this  area?  You  seem  to  be  less  troubled  in  your 
testimony  about  this.  How  do  you  come  out  on  that  question? 

Dr.  Black.  Yes,  sir.  I  am  not  very  troubled  over  that.  I  do  believe 
very  strongly  in  States  rights,  but  I  believe  in  areas  such  as  this, 
one  that  is  fraught  with  emotion  and  one  that  is  obviously  very 
difficult  for  the  States  to  address  for  political  reasons,  I  Bee  no 
reason  why  the  Congress  should  not  have  a  preemption  and  then 
allow  the  States  to  have  an  override. 

My  feeling  is  that  money  flows  now  go  beyond  State  lines.  If 
money  flows  did  not  go  across  State  borders — if  that  happened, 
then  I  would  believe  that  the  States  were  perfectly  correct  in 
enacting  this  particular  sort  of  legislation,  but  now  I  believe  that 
times  have  indeed  changed. 

Senator  Lugar.  Indeed,  both  of  you  are  scholars  of  credit  and 
money.  And  a  great  deal  of  testimony  in  our  two  sessions — our  first 
two  sessions — addressed  itself  to  that  point,  that  money  flows  all 
over  the  world.  Interest  rates  seem  to  be  affected  by  international 
developments  as  well  as  national  ones,  particularly  credit  markets 
in  our  own  country  with  regard  to  automobiles,  for  example,  or 
other  credit  items  of  a  consumer  nature  seem  to  dictate  a  flow  in 
interstate  commerce  that  has  been  recognized. 

So  that  I  suppose  in  terms  of  the  credit  union,  we  come  to  the 
special  point  that  at  least  a  few  times  in  recent  years,  many  credit 
unions  nave  come  to  this  committee  and  said,  "We  are  about  to 
close  our  doors  due  to  the  fact  that  you  have  imposed  such  strin- 
gent limitations  on  our  loans  and  what  we  can  do  that  we  have  to 
have  relief."  So  there  seems  to  be  a  peculiar  need  with  regard  to 
the  credit  union  movement  to  get  free  of  the  shackles. 

Dr.  Black.  Yes,  sir;  that  is  indeed  correct. 
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Senator  Lugar.  And  to  deal,  as  I  think  we  heard  from  officers  of 
credit  unions  in  our  last  session,  from  loan  committees  that  are  the 
product  of  democratic  elections  of  persons  who  are  members  of  the 
credit  union  and  have  their  own  check  and  balance,  apparently,  on 
that  situation. 

I  have  no  questions  of  either  one  of  you,  unless  either  of  you 
have  comments.  Clearly,  we  are  indebted  to  you  for  coming  to 
make  our  record  more  complete.  And  there  were  many  members  of 
the  committee  who  wanted  official  testimony  from  the  two  of  you 
in  your  capacities  and  from  other  witnesses  that  we  shall  have  this 
morning. 

Governor  Teeters.  May  I  correct  a  previous  statement.  The  Mon- 
etary Control  Act  did  preempt  State  ceilings  on  most  home  mort- 
gages. That  act  also  provided  a  limited  preemption  of  State  ceilings 
on  business  and  agricultural  loans  which  may  be  offered  at  5 
percent  above  the  discount  rate. 

Senator  Lugar.  Thank  you. 

That  is  on  business  and  agriculture,  but  on  mortgages  there  is 
total  preemption. 

Governor  Teeters.  Yes. 

Senator  Lugar.  Thank  you  very  much  for  coming. 

I  would  like  to  indicate  that  the  minority  has  given  me  a  note 
that  questions  hopefully  might  be  submitted  to  you  by  Senators 
who  are  not  present  today.  And  if  you  would  help  us  by  responding 
to  those,  we  would  appreciate  it. 

Governor  Teeters.  Certainly. 

Dr.  Black.  Certainly. 

Senator  Lugar.  Our  next  witnesses  will  be  a  panel,  Charlotte 
Chamberlain,  Director,  Office  of  Policy  and  Economic  Research  of 
the  Federal  Home  Loan  Bank  Board;  Stanley  C.  Silverberg,  Direc- 
tor, Division  of  Research,  Federal  Deposit  Insurance  Corporation; 
and  Jo  Ann  Barefoot,  Deputy  Comptroller  for  Customer  and  Com- 
munity Programs,  Office  of  the  Comptroller  of  the  Currency. 

STATEMENTS  OF  CHARLOTTE  CHAMBERLAIN,  DIRECTOR, 
OFFICE  OF  POLICY  AND  ECONOMIC  RESEARCH,  FEDERAL 
HOME  LOAN  BANK  BOARD;  STANLEY  C.  SILVERBERG,  DIREC- 
TOR, DIVISION  OF  RESEARCH,  FEDERAL  DEPOSIT  INSUR- 
ANCE CORPORATION;  AND  JO  ANN  BAREFOOT,  DEPUTY 
COMPTROLLER  FOR  CUSTOMER  AND  COMMUNITY  PRO- 
GRAMS,  OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
Senator  Lugar.  I  will  ask  for  you  to  testify  in  the  order  that  I 
introduced  you,  Ms.  Chamberlain  first  of  all,  and  then  Mr.  Silver- 
berg, and  then  Ms.  Barefoot. 
Ms.  Chamberlain. 

Ms.  Chamberlain.  Mr.  Chairman,  I  appreciate  this  opportunity 
to  express  the  views  of  the  Federal  Home  Loan  Bank  Board  on  S. 
1406  and  S.  963,  bills  which  would  provide  Federal  preemption  of 
existing  State  usury  limitations.  The  Bank  Board  strongly  supports 
the  Federal  preemption  of  State  usury  ceilings,  because  we  believe 
that  such  action  is  a  necessary  and  integral  part  of  deregulating 
depository  institutions.  The  Depository  Institutions  Deregulation 
and  Monetary  Control  Act  of  1980  mandates  the  elimination  of 
Federal  controls  on  interest  rates  paid  by  depository  institutions. 
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The  Bank  Board  supports  this  goal,  because  we  believe  it  will  lead 
to  a  wider  range  of  improved  financial  services. 

The  Bank  Board  believes  that  the  case  for  deregulation  of  finan- 
cial institutions  on  the  asset  side  of  the  ledger  is  just  as  compelling. 
We  view  usury  ceilings  as  being  ultimately  detrimental  to  consum- 
ers because  such  restrictions  reduce  incentives  for  the  supply  of 
financial  services,  while  providing  little  real  protection  to  the  con- 
sumer. 

The  Bank  Board  believes  that  usury  ceilings  lead  to  a  misalloca- 
tion  of  resources  in  the  national  economy.  In  addition,  we  think 
such  artificial  constraints  prevent  S.  &  L.'s  from  becoming  more 
diversified  financial  institutions  with  a  greater  emphasis  on  con- 
sumer lending.  I  would  like  to  address  each  of  these  areas  in  turn, 
although  the  major  emphasis  of  my  remarks  will  relate  to  the  role 
of  the  institutions  regulated  by  the  Bank  Board. 

CREATE   BARRIERS 

Overall  perspective:  The  Bank  Board  believes  that  State  usury 
ceilings  on  consumer  credit  interest  rates  are  undesirable  because 
such  limitations  create  artificial  interest  barriers  to  the  availability 
of  consumer  credit. 

When  institutions  find  that  their  costs  of  funds  exceed  the  per- 
missible loan  rate  that  they  may  charge,  they  are  likely  to  shift 
from  consumer  lending  to  other  types  of  lending  that  are  not 
subject  to  such  ceilings.  The  resulting  lack  of  consumer  credit 
availability  often  precludes  small,  but  creditworthy,  borrowers 
from  obtaining  funds. 

The  historical  rationale  for  usury  laws — to  protect  borrowers 
from  unscrupulous  lenders— is  neither  appropriate  in  today's  mar- 
kets nor  is  it  achievable  through  usury  ceilings. 

Increased  consumer  sophistication,  greater  competition  among 
financial  institutions  in  the  consumer  loan  market,  and  increased 
legislative  safeguards  such  as  the  Truth-in-Lending  Act  are  provid- 
ing sufficient  protection  to  consumers  against  unfairly  high  loan 
rates. 

In  contrast,  neither  fixed  usury  ceilings  nor  usury  ceilings  in- 
dexed to  series  such  as  the  Federal  Reserve  discount  rate  are 
capable  of  both  protecting  consumers  and  allowing  enough  yield 
flexibility  to  provide  sufficient  returns  to  lenders. 

When  usury  ceilings  are  well  above  prevailing  loan  rates,  they 
provide  protection  to  consumers  only  in  a  few  isolated  extreme 
situations.  When  usury  ceilings  are  at  or  below  prevailing  rates, 
they  inhibit  consumer  lending  because  no  fixed  or  indexed  usury 
ceiling  can  reflect  all  the  variables  affecting  fair  loan  rates.  Exam- 
ples of  the  variables  are  the  incidence  of  bankruptcy,  loan  delin- 
quencies, processing  costs,  the  cost  of  funds,  and  yields  on  alterna- 
tive instruments. 

While  not  providing  any  significant  benefits  to  consumers,  the 
presence  of  usury  ceilings  may  depress  economic  activity.  When 
usury  ceilings  are  binding,  business  firms  may  restrict  the  avail- 
ability of  credit  or  relocate  in  other  States  to  take  advantage  of 
more  favorable  lending  conditions.  A  number  of  studies  nave 
shown  a  significant  decline  in  employment  and  income  in  States 
where  usury  ceilings  are  binding. 
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I  would  now  like  to  address  the  effect  of  these  ceilings  specifi- 
cally on  S.  &  L.'s.  The  Depository  Institutions  Deregulation  and 
Monetary  Control  Act  of  1980  mandates  the  elimination  of  controls 
on  deposit  yields.  From  a  philosophical  perspective,  the  Bank 
Board  believes  that  if  S.  &  L.'s  must  compete  freely  for  consumer 
deposits  with  no  regulatory  protections  or  preferences,  it  is  only 
equitable  for  those  institutions  to  be  able  to  compete  freely  on  the 
asset  Bide  as  well,  by  making  a  wider  variety  of  loans  at  competi- 
tive market  rates. 

In  a  more  practical  light,  we  do  not  think  that  S.  &  L.'s  can 
remain  viable  without  such  symmetry.  The  current  financial  plight 
of  S.  &  L.'s  is  the  result  of  rapid  deregulation  on  the  liability  side, 
with  limited  structural  change  on  the  asset  side. 

While  S.  &  L.'s  have  not  been  major  consumer  lenders  in  the 
past,  we  both  expect  and  support  substantial  expansion  of  S.  &  L.'s 
consumer  lending  when  economic  and  financial  conditions  are  fa- 
vorable. There  are  several  reasons  for  this  change: 

First,  S.  &  L.'s  have  historically  maintained  their  status  as  spe- 
cialized mortgage  lenders  because  the  25  basis  point  rate  differen- 
tial granted  to  thrifts  allowed  them  to  attract  funds  in  sufficient 
quantity.  That  rate  differential  was  essential  to  place  S.  &  L.'s  on 
an  equal  competitive  footing  with  commercial  banks  which  offered 
a  much  wider  range  of  financial  services  to  consumers. 

The  deregulation  of  deposit  yields  means  the  eventual  elimina- 
tion of  the  rate  differential — it  has  been  eliminated  substantially 
already — and  thus  S.  &  L.'s  will  have  to  begin  offering  a  broader 
range  of  financial  services  to  continue  to  attract  customers.  Con- 
sumer loans  are  a  vital  part  of  this  package  of  financial  services. 

Second,  S.  &  L.'s  are  faced  with  severe  profit  volatility  problems 
because  of  the  maturity  imbalance  between  their  assets  and  liabil- 
ities. The  severe  operating  losses  being  incurred  by  S.  &  L.'s  this 
year  are  the  result  of  this  maturity  imbalance.  One  solution  to  this 
problem  is  for  S.  &  L.'e  to  reorient  their  asset  structures  to  a 
limited  extent  away  from  30-year  mortgage  loans  to  1-  to  3-year 
consumer  loans.  This  shorter  maturity  will  provide  more  asset 

Geld  flexibiity  to  S.  &  L.'s  and  thus  reduce  profit  volatility  prob- 
ms. 

The  Bank  Board  believes  that  expanded  consumer  loan  activity 
can  be  much  more  attractive  and  beneficial  to  S.  &  L.'s  if  consumer 
loan  rates  are  free  to  reflect  the  forces  of  supply  and  demand. 

Third,  S.  &  L.'s  must  be  able  to  earn  normal  market  rates  of 
return  on  loans  to  remain  viable.  There  has  been  a  Federal  pre- 
emption of  mortgage  usury  ceilings,  and  we  see  no  reason  for 
treating  consumer  loans  differently. 

In  order  to  earn  market  returns  on  their  lending  operations, 
institutions  must  be  able  to  react  to  changing  supply  and  demand 
conditions  and  to  allocate  credit  to  its  highest  and  best  use. 

S.  &  L.'s  now  have  the  flexibility  to  move  funds  between  mort- 
gage markets  and  consumer  loan  markets.  What  is  essential  is  for 
the  loan  rates  in  those  markets  to  be  freely  determined  by  market 
forces  so  that  a  misallocation  of  financial  resources  does  not  occur. 

In  sum,  the  Bank  Board  strongly  supports  broad  preemption  of 
State  usury  ceilings  on  consumer,  agricultural,  and  business  credit. 
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Because  we  believe  S.  1406  provides  an  excellent,  well-drafted  vehi- 
cle to  accomplish  this  end,  we  fully  endorse  that  bill. 

As  an  additional  matter,  I  would  like  to  discuss  several  provi- 
sions of  S.  963,  a  bill  introduced  by  Senator  Bumpers  which  also 
would  preempt  State  usury  ceilings  on  consumer  credit  transac- 
tions. 

Specifically,  S.  963  provides  that  State  usury  ceilings  that  are  not 
otherwise  preempted  are  preempted  to  the  extent  that  the  interest 
charged  on  the  loan  is  not  at  a  rate  exceeding  1  percent  above  the 
discount  rate,  including  any  surcharges,  on  90-day  commercial 
paper  in  effect  at  the  relevant  Federal  Reserve  bank.  Preemption 
under  S.  963  would  terminate  upon  the  earlier  of  State  reimposi- 
tion  of  a  usury  limit  on  April  1,  1983. 

Although,  if  enacted,  S.  963  would  help  relieve  problems  caused 
by  State  usury  ceilings,  we  believe  the  bill  is  flawed  in  its  adoption 
of  a  discount-rate  ceiling  and  in  its  termination  provision. 

LET  MARKET  FORCES  WORK 

As  stated  previously,  we  believe  that  market  forces,  not  legal 
restrictions,  should  determine  interest  rates,  absent  significant 
countervailing  policies.  By  replacing  the  State  usury  ceilings  with  a 
discount-rate  related  ceiling,  S.  963  substitutes  one  inadequate 
index  for  another. 

As  Senator  Garn  has  noted,  the  Federal  Reserve  Board  has  ex- 
pressed strong  reservations  about  using  the  discount  rate  for  index- 
ing permissible  interest  rates,  given  that  the  discount  rate  reflects, 
at  least  in  part,  monetary  policy  considerations  and  thus  it  is  not  a 
true  indicator  of  prevailing  market  rates.  We  agree  with  the  Fed 
on  this  point. 

Moreover,  we  see  no  reason  to  sunset  the  preemption  as  of  April 
1,  1983.  The  value  of  such  preemption  is  substantially  diminished 
to  the  extent  that  it  is  temporary,  especially  where  significant 
startup  costs  are  involved. 

Conclusion:  The  Bank  Board  strongly  supports  S.  1406.  The  ulti- 
mate beneficiaries  of  this  bill  will  be  consumers.  It  is  the  Bank 
Board's  belief  that  usury  ceilings  do  not  provide  any  real  protection 
to  the  consumer,  but  instead  create  distortions  in  the  availability  of 
consumer  credit. 

Most  significantly,  the  preemption  of  usury  ceilings  will  induce 
new  lenders — most  notably  S.  &  L.'s — to  enter  the  consumer  loan 
market. 

Numerous  studies  have  shown  that  a  high  level  of  competition 
among  business  firms  is  the  most  important  factor  affecting  the 
quality,  cost,  and  variety  of  products  and  services  to  customers. 

If  usury  ceilings  are  eliminated,  the  Bank  Board  expects  that  the 
4,000  firms  in  the  S.  &  L.  industry  will  significantly  expand  their 
presence  in  the  consumer  loan  market.  This  increased  competition 
will  inevitably  lead  to  better  financial  services  for  consumers. 

[Complete  statement  follows:] 
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STATEMENT 

OF 

CHARLOTTE  CHAMBERLAIN,  DIRECTOR 

OFFICE  OF  POLICY  AND  ECONOMIC  RESEARCH 

FEDERAL  HOME  LOAN  BANK  BOARD 

Mi.  Chairman,  I  appreciate  this  opportunity  to  express  the  views  of 
the  Federal  Home  Losn  Bank  Board  on  S.1406  and  S. 963— bills  which  would 
provide  Federal  preemption  of  existing  state  usury  limitations.  The  Bank 
Board  supports  the  concepts  underlying  these  two  bills.  Ue  believe  the 
ultimate  effect  of  such  legislation  would  be  beneficial  to  consumers  snd 
would  improve  the  viability  of  thrift  institutions. 

The  Bank  Board  strongly  supports  the  Federal  pre-eption  of  State 
usury  ceilings  because  we  believe  such  action  is  a  necessary  and  integral 
part  of  deregulating  depository  institutions.  The  Depository  Institutions 
Deregulation  and  Monetary  Control  Act  of  19S0  mandates  the  elimination  of 
Federal  controls  on  interest  rates  paid  by  depository  institutions.  The, 
Bank  Board  supports  this  goal.  In  our  opinion,  it  would  lead  to  a  wider 
range  of  improved  financial  services. 

The  Bank  Board  believes  that  the  case  for  deregulating  the  asset  side 
of  the  ledger  is  just  as  compelling  as  deregulating  deposits.  Ue  view 
usury  ceilings  as  being  ultimately  detrimental  to  consumers  because  such 
restrictions  reduce  incentives  for  the  supply  of  financial  services  while 
providing  little  real  protection  to  the  consumer. 

The  Bank  Board  believes  that  usury  ceilings  lead  to  a  mi  sal  location  of 
resources  in  the  national  economy.  In  addition  we  think  such  artificial 
constraints  prevent  SoLs  from  becoming  more  diversified  financial 
institutions  with  a  greater  emphasis  on  consumer  lending.  I  would  like  to 
address  each  of  these  areas  in  turn,  though  the  major  emphasis  of  my 
remarks  will  relate  to  the  role  of  the  institutions  regulated  by  the  Bank 
Board . 
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Overall  Perspective 


The  Bank  Board  believe*  that  state  usury  ceilings  on  consumer  credit 
interest  rates  are  undesirable  because  such  limitations  create  artificial 
barriers  to  the  availability  of  consumer  credit.  When  institutions  find 
that  their  cost  of  funds  exceeds  the  permissible  loan  rate  that  they  nay 
charge,  they  are  likely  to  shift  from  consumer  lending  to  other  types  of 
lending  that  are  not  subject  to  such  ceilings.  The  resulting  lack  of 
consumer  credit  availability  often  precludes  small,  but  creditworthy, 
borrowers  from  obtaining  funds. 

The  historical  rationale  for  usury  laws — to  protect  borrowers  frcas 
unscrupulous  lenders — is  neither  applicable  in  today's  narVets  dot  is  it 
achievable  through  usury  ceilings.  Increased  consumer  sophistication, 
greater  competition  among  financial  institutions  in  the  consumer  loan 
market,  and  increased  legislative  safeguards  such  as  the  Truth- in-Lending 
act  are  providing  sufficient  protection  to  consumers  against  unfairly  high 

In  contrast,  neither  fixed  usury  ceilings  nor  usury  ceilings  indexed 
to  series  such  as  the  Federal  Reserve  discount  rate  are  capable  of  both 
protecting  consumers  and  allowing  enough  yield  flexibility  to  provide 
sufficient  returns  to  lenders.  When  usury  ceilings  are  well  above 
prevailing  loan  rates,  they  provide  protection  to  consumers  only  in  a  few 
isolated  extreme  situations;  when  usury  ceilings  are  at  or  below 
prevailing  rates,  they  inhibit  consumer  lending  because  no  fixed  or 
indexed  usury  ceiling  can  reflect  all  the  variables  affecting  "fair"  loan 
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races  such  as  Che  incidence  of  bankruptry,  loan  delinquencies,  proteasing 
costs,  and  the  cost  of  funds,  and  yields  on  alternative  instrument*. 

While  not  providing  any  significant  benefits  to  consumers,  the 
presence  of  usury  ceilings  say  have  a  depressing  effect  on  the  economies  of 
the  affected  states.  When  usury  ceilings  are  binding,  business  firms  nay 
restrict  the  availability  of  credit  or  relocate  in  other  states  to  take 
advantage  of  more  favorable  lending  conditions.  A  number  of  studies  have 
shown  a  significant  decline  in  employment  and  income  in  auch  states. 


I  would  now  like  to  address  the  effect  of  these  ceiling  specification! 
on  S&Ls.  The  Depository  Institutions  Deregulation  and  Monetary  Control 
Act  of  1980  mandates  the  phase-out  of  controls  on  deposit  yields.  From  a 
philosophical  perspective,  the  Bank  Board  believes  that  if  S&La  oust 
compete  freely  foi  consumer  deposits  with  no  regulatory  protections  or 
preferences,  it  is  only  equitable  for  those  institutions  to  be  able  to 
compete  freely  on  the  asset  side  as  well.  They  should  be  allowed  to  make  a 
wider  variety  of  loans  and  charge  competitive  market  rates.  In  a  more 
practical  light,  we  do  not  think  that  StLs  can  remain  viable  without  auch 
symmetry  in  regulation.  The  current  financial  plight  of  SSl.s  is  the  result 
of  rapid  deregulation  on  the  liability  aide  with  limited  structural  change 
on  the  asset  side. 

While  S6Ls  have  not  been  major  consumer  lenders  in  the  past,  we  both 
expect  and  support  substantial  expanaion  of  B6L  consumer  lending  when 
economic  and  financial  conditiona  are  favorable.    Indeed,  expanded 
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cos  timer  leading  by  SiLs  it    an  integral  part  of  tl>e  Sank  Board'*  viem  of 
vha;  the  deregulated  Ell  of  the  19BG*  will  become-   There  a 
reasons  for  tbi*  change. 

First,  S*L*  have  historically  maintained  their  sta 
specialized  mortgage  leader  because  the  IS  basis  point  rate  d: 
granted  to  thrift!  aliened  then  to  attract  funds  in  lufficieni 
Thi:  rate  differential  teat  essential  tc  place  5l.Lt  on  an  equal  i 
footing  with  conmwrciai  banks  wbict  offered  a  much  wider  range  of  financial 
service*  tc  eor.ejners.  The  deregulation  of  deposit  yield*  nuns  o> 
eventual  eliminatioc  of  the  rate  differential — it  ha*  Ira  eliminated 
«j;b*tartial!y  alreadj— and  th-^t  SSls  Bill  have  to  begin  offering  a  broader 
range  of  financial  service*  to  continue  to  attract  customers.  Dean  ua  r 
loan*  are  a  vital  part  of  this  package  of  financial  service*  that  ciain—  i  ■ 

continue  to  grow  if  they  do  not  participate  in  the  111  I  loan  market. 

It  i*  important  that  usury  ceilings  do  not  Bake  consumer  loan  activity 
economically  infeasible. 

Secondly,  S4La  are  faced  vith  severe  profit  volatility  problems 
because  of  the  maturity  imbalance  betveen  their  asaet*  and  liabilities. 
The  substantial  operating  losses  being  incurred  by  SSL*  this  year  are  the 
result  of  thi*  maturity  imbalance.  One  solution  to  this  problem  ia  for 
S*La  to  re-orient  their  asset  structures  to  a  limited  extent  —J  from  30- 
year  mortgage  loan*  to  1-3  year  consumer  loans.  This  shorter  maturity  mill 
provide  more  asset  yield  flexibility  to  S4La  and  thus  reduce  profit 
volatility  problem*. 
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Based  on  Che  historical  behavior  of  consumer  loan  rates,  the 
contribution  of  modestly  expanded  consumer  loan  portfolios  to  increased 
SSL  asset  yield  flexibility  is  not  great.  Consumer  loan  rates  have 
historically  not  fluctuated  ouch  over  the  economic  cycle  and  thus  the  yield 
flexibility  of  a  consumer  loan  portfolio  is  only  moderately  greater  than 
that  of  a  mortgage  loan  portfolio.  While  there  are  a  number  of  causes  of 
this  limited  rate  variability  such  as  the  relative  importance  of 
processing  costs,  a  major  factor  inhibiting  market  movements  in  consumer 
loan  rates  has  been  the  existence  of  usury  ceilings.  The  Bank  Board 
believes  that  expanded  consumer  loan  activity  can  be  much  more  attractive 
and  beneficial  to  S&Ls  if  consumer  loan  rates  vere  free  to  reflect  the 
forces  of  supply  and  demand. 

Third,  S&Ls  must  be  able  to  earn  normal  market  rates  of  return  on 
loans  to  remain  viable.  There  has  been  a  Federal  pre-emption  of  mortgage 
usury  ceilings,  and  ve  see  no  reason  for  treating  consumer  loans 
differently.  In  order  to  earn  market  returns  on  their  lending  operations, 
institutions  must  be  able  to  react  to  changing  supply  and  demand  conditions 

flexibility  to  move  funds  between  mortgage  markets  and  consumer  loan 
markets.  What  is  essential  is  for  the  loan  rates  in  those  markets  to  be 
freely  determined  by  market  forces  so  that  a  mi  sal  local  ion  of  financial 
resources  does  not  occur.  Artificially  forcing  S&Ls  to  remain  in  mortgage 

availability  of  consumer  credit.  Pre-empting  usury  ceilings  will  preclude 
this  possibility  to  the  advantage  of  both  consumers  and  lenders. 
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Provisions  of  the  Proposed  Legislation 

with  Chi*  as  background,  I  would  like  Co  turn  nov  to  S.1606, 

particularly  Title  II  which  would  amend  Title  V  of  Public  Law  96-221  by 
adding  a  new  aubpart,  entitled  "Consumer  Credit." 

Looking  at  Title  11,  we  fully  support  operative  section  531,  which 
provides  that  state  usury  ceilings  shall  not  apply  to  an  "extension  of 
aade  by  a  "creditor."  Moreover,  we  support  the 
th  in  section  532.  We  believe  that  these  definitions 
table  guidance  and  certainty  to  both  lenders  and 
5  the  scope  and  applicability  of  the  preemption.  We  are' 
particularly  pleased  that  the  definition  of  "creditor"  includes  persons 
who  sake  mortgage  credit  extensions,  and  therefore  presumably  includes  all 
thrift  institutions.  In  addition,  we  read  the  sentence  that  excludes  from 
the  definition  of  creditors  persons  that  have  not  complied  with  atate 
licensing  requirements  as  clearly  inapplicable  to  Federally  chartered 
aasociation*  in  that  they  are  not  subject  to  state  licensing  requirements. 
Nevertheless,  we  would  prefer  ■  clear  statement  in  the  section-by-section 
snalysis  of  the  bill  explaining  that  the  provision  applies  only  to  state 
chartered  creditors  or  lenders  that  are  otherwise  subject  to  state  law. 
This  would  prevent  any  confusion  as  to  whether  Federal  associations  oust 
comply  with  state  licensing  requirements. 

Ay  a  final  technical  point,  we  note  that  by  excluding  loans  subject  to 
section  501  of  Public  Law  96-221  from  its  definition  of  consumer  loan,  the 
bill  arguably  creates  an  anomaly  with  respect  to  loans  that  are  secured  by 
a  first  lien  on  a  residential  manufactured  home.   Under  section  501(c)  of 
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Public  Law  96-221,  state  uaury  ceilings  on  loam  secured  by  residential 
manufactured  home*  are  preempted  only  if  auch  loam  comply  with  consumer 
protection  provisions  prescribed  by  the  Bank  Board.  Because  auch  loana 
that  do  not  comply  vith  the  Bank  Board'*  consumer  protection  proviaiont  are 
not  "subject  to  the  provisions  of  section  501"  in  that  they  do  not  invoke 
preemption,  they  would  fall  within  the  bill's  definition  of  consumer  loan 
and  therefore  would  invoke  preemption  under  the  bill's  new  section  531.  In 
order  to  avoid  this  anomaly,  we  suggest  that  the  bill  be  amended  to  preempt 
uaury  ceilings  on  loans  secured  by  residential  manufactured  home*  either 
only  under  section  501  or  only  under  new  section  531. 

We  note  that  the  definition  of  the  term  "extension  of  consumer  credit" 
is  broadly  defined  to  include  credit  extended  for  personal,  family,  or 
household  purposes.  We  are  pleased  that  this  definition  would  clearly 
encompass  second  mortgage  loana,  •  major  form  of  consumer  credit  extended 
by  thrift  institution*.  I  believe  that  you  have  heard  testimony  from  the 
Federal  Borne  Loan  Mortgage  Corporation  on  its  Home  Improvement  Loan  (HIL) 
program  and  the  important  benefits  of  your  proposed  legislation  to  that 
program  in  this  regard- 
Second,  we  support  section  533,  as  amended.  We  believe  it  ia 
reasonable  for  states  to  be  allowed  to  reject  the  Federal  preemption  and  to 
re-impose  rate  ceilings,  subject  to  the  three-year  limitation  for  such 
action.  He  also  believe  that  section  533(b)(2)  will  prove  very  useful  in 
defining  Congressional  intent  regarding  when  the  preemption  applies  to 
"ongoing"  credit  relationships.  Moreover,  we  believe  that  the  16-month 
phase-out  period  for  open-end  credit  extensions  is  highly  desirable  in 
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satisfy  the  reimposition  of  Che  state  usury  ceiling. 

Third,  we  note  that  under  new  section  534,  only  the  Board  of  Governor* 
of  the  Federal  Reserve  System,  as  opposed  to  each  Federal  financial 
regulatory  agency,  would  be  authorised  to  publish  interpretations 
regarding  the  scope  and  application  of  the  usury  preemption.  He  understand 
that  single-agency  authority  is  deemed  appropriate  in  that  intetpretative 
authority  is  to  be  limited  to  significant  questions  concerning  the 
coverage  of  the  Act,  and  that  substantial  regulatory  impact  due  to  this 
authority  is  not  anticipated.  In  our  view,  however,  single-agency 
authority  appears  to  be  more  desirable  than  multi-agency  authority  where 
there  may  be  a  need  for  extensive  regulations  requiring  the  exercise  of 
technical  expertise.  Because  this  need  is  not  present  here,  we  believe  it 
would  be  more  efficient  to  follow  the  normal  procedure  of  allowing  each 
regulatory  agency  to  issue  regulations  governing  consumer  loans  mad*  by 
institutions  subject  to  ita  supervisory  authority.  For  example,  we  note 
that  agency  interpretations  under  existing  Subpart  C  of  Title  V  of  Public 
Law  96-221  have  been  consistent  and  that  multiple  authority  has  proven  no 
burden  to  the  private  sector  or  to  any  one  agency. 

Concerning  Title  III,  we  fully  support  removing  the  federal 
limitation  on  interest  rates  that  may  be  charged  by  federally-chartered 
credit  unions.  Such  removal  is  consistent  with  our  belief  that  usury 
ceilinga  fruatrate  public  policy,  regardless  of  whether  such  ceilings 
derive  from  federal  law  or  from  atate  law. 

Backtracking  to  Title  1,  we  support  the  bill's  provisions  concerning 
extension  of  agricultural  and  business  credit.    We  endorse  extending 
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preemption  to  credit  extensions  involving  less  than  $1,000  and  elimination 
of  the  March  31.  1983  expiration  date  of  the  current  federal  preemption. 
In  addition,  ve  support  elimination  of  the  federal  ceiling  on  the  interest 
that  nay  be  charged  on  agricultural  and  business  loans.  We  are  pleased 
that  the  bill  defines  "agricultural  credit"  and  "business  credit,"  thereby 
providing  helpful  guidance  as  to  the  applicability  of  Title  I  to  various 

consumer,  agricultural,  and  business  credit.   Because  we  believe  S . 1406 

fully  endorse  that  bill. 

As  an  additional  matter,  1  would  like  to  discuss  several  provisiona  of 
5.963,  a  bill  introduced  by  Senator  Bumpers  which  also  would  preempt  state 
usury  ceilings  on  consumer  credit  transactions.  Specifically,  S.963 
provides  that  state  usury  ceilings  that  are  not  otherwise  preempted  are 
preempted  to  the  extent  that  the  interest  charged  on  the  loan  is  not  at  a 
rate  exceeding  one  percent  above  the  discount  rate,  including  any 
surcharges,  on  ninety-day  commercial  paper  in  effect  at  the  relevant 
Federal  Reserve  Bank.   Preemption  under  S.963  would  terminate  upon  the 

Although,  if  enacted,  S.963  would  help  relieve  problems  csused  by 
state  usury  ceilings,  we  believe  the  bill  ia  flawed  in  its  adoption  of  a 
new  discount-rate  ceiling  and  in  its  termination  provision.  As  stated 
previously,  we  believe  that  market  forces,  not  legal  restrictions,  should 
determine  interest  rates,  absent  significant  countervailing  policies.  By 
replacing  the  state  usury  ceilings  with  a  discount-rate  related  ceiling, 
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S.963  subatitut« 


noted,  Che  Fed* 
using  the  disc 


consideratons  and 
rates.  He  agree  wi 


inadequate  index  for  another.   Aa  Senator  Gam  ha* 


Reaerve  Board  has  expressed  strong  res' 

rate  for  indexing  permissible  interest  rates,  given 

rate  reflects  at  least  in  part  monetary  policy 

I    it  is  not  a  true  indicator  of  prevailing  market 

the  Fed  on  this  point. 

Moreover,  ue  see  no  reason  to  sunset  the  preemption  as  of  April  1, 

1903,   The  value  of  such  preemption  is  substantially  diminished  to  the 

extent  that  it  is  temporary,  especially  where  significant  start-up  coat! 

are  involved. 


The  Bank  Board  strongly  supports  S.1406.  The  ultimate  benef iciariaa 
of  this  bill  will  be  consumers.  It  is  the  Bank  Board's  belief  that  usury 
ceilings  do  not  provide  any  real  protection  to  the  consumer,  hut  instead 
create  distortions  in  the  availability  of  consumer  credit.  Host 
significantly,  the  preemption  of  usury  ceilings  uill  induce  nev  lender* — 
most  notably  SSLs — to  enter  the  consumer  loan  market.  numerous  studies 
have  shown  that  a  high  level  of  competition  among  business  firms  ia  the 
most  important  factor  affecting  the  quality,  cost,  and  variety  of  product! 
and  services  to  consumers.  If  usury  ceiling  problems  are  eliminated,  the 
Bank  Board  expecta  that  the  U,  000  firms  in  the  S&L  industry  will 
substantially  expand  their  presence  in  the  consumer  loan  market.  This 
increased  competition  will  inevitably  lead  to  better  financial  i 
for 
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Senator  Lugar.  Mr.  Silverberg,  would  you  testify,  please. 

Mr.  Silverberg.  I  appreciate  the  opportunity  to  present  our 
views  on  S.  1406  and  S.  963. 

I  would  like  to — we  have  a  relatively  short  statement,  but  I 
would  like  to  summarize  that  if  I  may. 

Senator  Lugar.  That  would  be  fine. 

Mr.  Silverberg.  The  Monetary  Control  Act  of  1980  permanently 
preempted  State  usury  ceilings  on  most  residential  first  mortgages, 
subject  to  a  provision  permitting  States  to  reinstate  ceilings  during 
a  3-year  period  ending  April  1983. 

Subject  to  a  similar  reinstatement  provision,  the  act  also  created 
a  temporary  preemption  of  certain  State  usury  ceilings  on  business 
and  agricultural  loans  and  substituted  a  Federal  ceiling  equal  to  5 
percent  over  the  Federal  Reserve  discount  rate. 

Additionally,  the  act  gave  State  banks  insured  by  the  FDIC  the 
right,  already  enjoyed  by  national  banks,  to  charge  1  percent  above 
the  Federal  Reserve  discount  rate,  or  the  highest  rate  permitted  by 
applicable  State  law,  on  consumer  and  other  types  of  loans.  This 
right  was  also  granted  to  insured  savings  and  loan  associations  and 
credit  unions. 

S.  963  would  extend  the  right  to  charge  1  percent  above  the 
Federal  Reserve  discount  rate  to  all  other  lenders  on  a  temporary 
basis.  And  it  would  include  any  surcharge  on  the  discount  rate  in 
determining  the  permissible  ceiling. 

S.  1406  is  much  more  far  reaching.  It  would  permanently  pre- 
empt State  usury  ceilings  and  related  types  of  limitations  on  busi- 
ness, agricultural,  and  consumer  credit,  without  establishing  any 
alternate  Federal  ceiling  or  restriction. 

Within  3  years  after  enactment  of  S.  1406,  however,  State  legisla- 
tures would  be  permitted  to  reinstate  State  restrictions  in  this 
area. 

S.  1406  would  also  eliminate  Federal  restrictions  on  the  rate  of 
interest  that  may  be  charged  by  Federal  credit  unions. 

USURY  CEILINGS   RESTRICT  CREDIT  FLOW 

Credit  markets  operate  most  efficiently  when  money  costs  are 
not  constrained  by  usury  ceilings  or  by  limitations  on  what  finan- 
cial institutions  can  pay  to  acquire  money.  Usury  ceilings  tend  to 
reduce  the  flow  of  credit  into  those  areas  constrained  by  ceilings. 
They  particularly  limit  the  availability  of  credit  to  higher  risk, 
usually  lower  income  borrowers. 

In  jurisdictions  where  market  rates  have  exceeded  usury  ceilings, 
sellers  of  autos,  appliances,  and  other  products  may  subsidize  credit 
costs  and  recapture  the  subsidy  through  product  pricing.  While  this 
prevents  credit  from  drying  up,  this  process  does  not  promote 
efficient  resource  allocation  and  it  reduces  competition  in  these 
markets. 

Consequently,  the  benefits  of  artificially  low  usury  ceilings  to  the 
consumers  are  illusory. 

In  recent  years,  the  market  for  deposits  and  other  sources  of 
funds  for  financial  institutions  have  become  more  competitive.  In- 
creasingly, depository  institutions  have  had  to  pay  market  rates 
related  to  national  credit  markets  for  their  funds. 
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Overly  restrictive  State  laws,  limiting  loan  rates,  tend  to  conflict 
with  this  deregulatory  process  and  under  certain  circumstances 
can  make  it  difficult  for  depository  institutions  to  operate  in  an 
efficient  and  sound  manner. 

Nevertheless,  Mr.  Chairman,  the  FDIC  continues  to  accept  the 
principle  that  unless  national  interest  requires  some  Federal  inter- 
vention, the  Federal  Government  should  not  interfere  with  State 
regulation  of  credit  terms. 

Last  year,  in  the  Monetary  Control  Act,  Congress  and  the  Presi- 
dent determined  that  national  interest  required  a  significant  over- 
ride of  State  usury  laws  with  respect  to  housing  and  other  areas. 
Since  the  passage  of  that  act,  several  States  have  moved  quickly  to 
change  their  usury  laws.  These  actions  have  involved  either  a 
liberalization  of  existing  statutes  or  an  override  of  the  Federal 
preemption.  A  few  States  have  actually  acted  on  both  fronts. 

Some  States  still  have  usury  ceilings  that  are  restrictive  in  rela- 
tion to  the  current  financial  environment.  Clearly,  there  is  room 
for  further  action  on  the  part  of  the  States  to  modify  their  usury 
laws  in  accordance  with  market  conditions.  But  this  does  not  neces- 
sarily argue  for  further  Federal  preemption. 

Many  States  have  demonstrated  a  willingness  to  act  decisively  in 
modifying  or  eliminating  their  usury  ceilings. 

I  would  like  to  comment  on  some  of  the  features  of  these  two 
bills. 

As  I  understand  it,  under  S.  963,  banks  would  be  affected,  be- 
cause any  surcharge  on  the  discount  rate  would  be  added  in  deter- 
mining the  usury  ceiling  on  consumer  loans. 

The  impact  of  this  legislation,  if  it  were  enacted  today,  would  be 
to  liberalize  usury  ceilings  in  some  States.  Nevertheless,  I  have 
considerable  difficulty  with  tying  usury  ceilings  to  the  discount 
rate.  At  present  this  is,  as  was  pointed  out  earlier,  an  administered 
rate,  which  sometimes  may  be  out  of  line  with  the  market  for 
various  policy  reasons. 

In  periods  where  money  has  been  readily  available,  the  discount 
rate  has  been  below  market  loan  rates.  Presumably  at  such  time, 
existing  ceilings  in  some  States  would  prevail,  and  this  might  work 
if  the  ceilings  were  reasonable. 

In  any  event,  the  surcharge,  from  a  technical  standpoint,  should 
not  be  part  of  any  rate  index.  If  Congress  should  choose  to  liberal- 
ize the  Federal  ceiling,  it  would  be  preferable  if  a  fixed  amount — 
say  3  or  4  percent — were  added  to  the  discount  rate,  or  preferably 
to  some  other  index. 

Suppose  S.  963  were  in  existence  today,  the  prevailing  Federal 
ceiling  would  be  19  percent  or  the  State  ceiling,  whichever  is 
higher.  This  could  actually  undercut  State  action  to  liberalize  exist- 
ing ceiling,  under  the  illusion  that  this  19  percent  rate  might 
continue  to  prevail. 

Suppose  that  indications  of  a  slowing  economy  and  declining 
money  market  rates  persuaded  the  Federal  Reserve  to  lower  the 
discount  rate,  say,  by  1  percentage  point  to  13  percent  and  elimi- 
nate the  surcharge.  The  ceiling  would  fall  overnight  from  19  per- 
cent to  14  percent,  a  decline  that  could  well  be  way  out  of  line  with 
the  changes  in  money  market  conditions. 
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If  usury  ceilings  are  to  be  indexed,  it  is  preferable  that  they  be 
indexed  to  a  market  rate  and  certainly  not  tied  to  anything  subject 
to  temporary  administrative  change  such  as  a  surcharge. 

The  other  bill,  S.  1406,  would  essentially  treat  other  forms  of 
bank  lending  the  same  way  the  1980  law  treats  home  financing.  In 
this  sense,  S.  1406  involves  a  greater  degree  of  uniformity  of  treat- 
ment among  all  loan  categories  than  does  S.  963. 

However,  S.  1406  represents  a  significantly  more  extreme  form  of 
Federal  preemption  than  S.  963.  We  are  in  an  uncertain  transition 

feriod  of  deregulation.  The  impact  of  the  process  may  differ  from 
tate  to  State.  For  some  States,  3  years  may  not  be  a  sufficient 
time  to  respond  to  the  override  provision  of  S.  1406. 

SWEEPING  AWAY  CONSUMER  PROTECTION  LAWS 

Also,  the  broad  language  of  S.  1406  could  be  construed  as  sweep- 
ing away  consumer  protection  laws  related  to  interest. 

Mr.  Chairman,  there  is  no  doubt  that  usury  ceilings  have  nega- 
tive economic  effects.  They  are  also  impediments  to  the  deregula- 
tion process  that  is  currently  underway.  However,  when  such  prob- 
lems exist,  the  States  generally  are  capable  and  willing  to  act,  and 
many  have  done  so. 

Thank  you. 

[The  complete  statement  follows:] 
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FEDEfcAl.   DKPOKIT    ISStBilKX    COEPOfiATIOIl 

*r.   gminwi : 

:   appreciate   vlis  opportunity   ta  present   to  jour 
'-Xswit^ee  tst   F01C"s  t:*w  on   S.   1406,   tse   "Credit  DeresjEln- 
tion  aad   AvaiiaDiiity  Act   of   1981,-   introduced   By   Senatui* 
Lugar,   Oarn,   Proxaore  and  2'AaaTo,   and   S.   963,   a   bill   "To 
utaor.st   loans  lit   interest   r«it&   in   eir;ess  of   certain  State 
usury  veiling*,"   introduced  Oj   Senators  Buspers  and  Pryor. 
CTISTISC  LAf 

The  Depository   Institutions  Deregulation   and  Honetirj 
Control   Act  of   1980   '94   Stat.   132,    CDIDMClj   pennanentlT  pre- 
empted  State   usury  ceilings  on  newt   first  mortgage  loans 
secured    by  residential   real   property,   subject   to  a  provision 
penal  tt  lag   States    to   reinstate    such    ceilings   during    the   three- 
year  period   eliding   April   1,    1983.      Subject   to   a  sinilar   rein- 
statement  provision,   the   1980   Act   also  created  a   temporary 
preemption   (until   April    1,    1983;  of  certain   State  usury  ceilinss 
on  business  and   agricultural   loans  of   SI, 000  or  wire  and  sub- 
stituted  a  federal   ceiling   equal   to  five  percent  ewer  the 
Federal   Reserve  discount   rate.      Thirdly,   the   1080  Act  accorded 
to  State  banks   insured   by   the  FDIC   the   right  already  enjoyed 
by  national   bnnlts   to  charge  one  percent  above   the  Federal 
Reserve  discount   rate   (or   the  highest   rate   permitted   to  be 
charged   by  an/   lender  under  applicable  State   las)   on  consumer 
and   other   types  of   loans.      This   right,   subject   to   termination 
by  State   legislative  enactment  at   any   time   after  April   1, 
1980,   *aa   also  granted   to   insured  savings  and   loan  associations 
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and  credit   unions  and   to  ana.ll  business    investment  corporations. 
Tbe  statutory   framework  already  allows    States   considerable 
latitude.      For  example,    lenders   in   Indiana  may  charge  a*  much 
as  36  percent   lor  certain  small   loans. 

S.   963 

Under  the  1980  Act  the  right  generally  to  charge  one  percent 
above  the  Federal  Reserve  discount  rate  is  limited  to  insured 
depository  institutions  and  SBIC's.  8.  963  would  extend  this 
right  to  all  lenders  on  a  temporary  basis  (until  April  1983 
or  such  earlier  date  as  may  be  specified  in  State  legislation 
overriding  3.  963),  and  It  would  include  any  surcharge  on  tbe 
discount   rate   In  determining   the   permissible   ceiling. 

8.    1406 

8.   1406  is  much  more  far-reaching  than  S.   963.     It  would 
permanently  preempt   State  usury  ceilings  and   related  types  of 
limitations  on  all  business,   agricultural   and  consumer  credit, 
thout  establishing  any  alternative   federal   celling  or  restric- 
>ns.      Within   three  years  after  enactment   of  S.    1406,    however, 
Lte   legislatures  would  be   permitted   to  reinstate  State  restrlo- 
ins  Id  this  area.     3.   1406  would  also  eliminate  federal  restric- 
ts on  tbe  rate  of  Interest  that  may  be  charged  by  federal 
iredit   unions. 

EFFECTS  OF  CEILIHGS 
Credit  markets  operate  most  efficiently  when  money  costs 
ire  not  constrained  by  usury  ceilings  or  by  limitations  on 
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■hat    Financial    institutions    can    pay    to   acquire   money.       Usury 
ceilings   tend   to  reduce   the   flow  of   credit   Into   those   areas 
constrained   by  ceilings.      That   is   true   with   respect   to  the 
type   of   loans   affected   by  ceilings   and   the   States   where   they 
apply.      Usury  ceilings  particularly  may   limit   the  availability 
of   credit   to   higher-risk   (usually   low  Income)   borrowers. 

Id  jurisdictions  where  market  rates  have  exceeded  usury 
ceilings,  sellers  of  autos,  appliances  or  other  products  may 
subsidize  credit  costs  and  recapture  the  subsidy  through  pro- 
duct pricing.  While  this  prevents  credit  from  "drying  up", 
this  process  does  not  promote  efficient  resource  allocation. 
Consequently,  the  benefits  of  artificially  low  usury  ceilings 
to  the  consumer  may   be  more   illusory   than   real. 

In   recent   years   the  markets   for  deposits  and   other  sources 
of   funds   for   financial   institutions  have  become  more   competitive. 
Increasingly,   depository   Institutions   have   had   to  pay  market 
rates,   related   to  national   credit  markets,    for  their  funds. 
Overly  restrictive  Stats   laws   limiting    loan   rates   tend   to  con- 
flict  with   the  deregulatory  process  and,    under  certain  cir- 
cumstances,  can  make   it  difficult   for  depository  institutions 
to  operate   in  an  efficient  and   sound  manner. 

STATE    ACTION 

nevertheless,    the  FDIC  continues   to  accept   the   principle   that, 
unless   the   national   interest   requires   some   federal   intervention, 
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the   federal   government  should  not   Interfere  with  State   regulation 
of  credit   terms.   The   leading  practices  and  portfolio  restric- 
tion  applicable   to   the   banks   we   examine  are  determined   by  State 
Law,   and  tbe  FD1C  is  accustomed   to  dealing   with  varying  State 

Last  rear,   in   the  Depository   Institutions   Deregulation 
and  Monetary  Control   Act  of   1980,   Congress  and   the  President 
determined   that   the  national   interest  required  a  significant 
override   of   State  usury   laws  with  respect   to  housing  and 
other  areas.      Consumer   loan  ceilings  were  affected  only  where 
State  usury  ceilings   were  less   than  the  discount   rate  plus  one 
percent.      Since   the  passage   of   tbe  act,   several   States   have 
moved  quickly   to  change   their  usury  law*.      These  actions   have 
Involved   either  a   liberalization  of   existing  statutes  or  an 
override  of   the   federal   preemptions  under   the  DIDMCA.      A  few 
States  have  acted  on  both  fronts. 

Approximately  one-third   of   the  States  have  substantially 
increased  or  removed   their  usury  ceilings  on  non-mortgage  loans, 
the   categories   primarily   under  consideration   In  the  bills  being 
discussed  In  these  bearings.     Indiana,  Texas  and  New  York  are 
good   examples.      Effective  this  month,    Indiana  raised  lte  basic 
usury   celling  from   18   to  21  percent   and,   as   I   pointed  out   earlier, 
permits   lenders   to  charge  up   to  36  percent   on  unpaid  balances 
under  3540.      In  May,   Texas   raised   its  celling   on  all   loans  of 
under   £250,000   from  10  percent   to  a  ceiling   based  on  either 
twice   tbe  six-month   LT.   S.   Treasury  bill   rate  at   the   time, 
or  an   average   of   previous  quarterly  rates  on   these   bills.   In 
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rate  or   seme   other   index.      Suppose   3.   963   were   In  existence 
today.      The   celling   would  be   19  percent  or   the   State  ceiling, 
whichever  Is   higher.      Suppose  In  a   few  weeks   Indications   of 
a   slowing  in   the   economy  and   declining  money  market  rates 
persuade  the  Federal   Reserve   to  lower   the   discount   rate   to 
13  percent   and   eliminate   the  surcharge.      The  ceiling  would 
tall   overnight   from  19   to   14   percent,   a   decline   that   is  way 
out   of   line  with  changes   In  money   costs.      If   usury  ceilings 
are   to  be   indexed,    it   is   preferable   that   they   be  Indexed   to  a 
market   rate  and   certainly  not   tied   to  anything  subject   to 
temporary  administrative   requirements,   such   as  a  surcharge. 

The  other  bill,   S.    1406,   would  essentially   treat   other 
forms  of   bank   lending   the  same  way   the   1980   law  treats  home 
financing.      In   this  sense,   S.    1406  involves   a  greater  degree 
of   uniformity  of    treatment   among  all   loan   categories   than  does 
S.   963.      However,   S.    1406  represents  a   significantly  more 
extreme   form  of   federal  preemption   than   S.   963.      S.    1406  does, 
however,    give   States   three  years   to   reimpose   existing   or  modi- 
fled  usury  ceilings.      As   I   said,    ten  States   have  already   taken 
such  action  since  passage  of   the  Depository   Institutions 
Deregulation  and  Monetary  Control   Act   of   1980.      However,   we  are 
In  an  uncertain   transition  period   of   deregulation,   and   the   impact 
of   the   process  may  differ   from  State   to  State.      For   some  States, 
three  years  may   not   be   sufficient   time   to  respond    to  the  over- 
ride  provision  of   S.    1406. 

ffe  also  would  object   to   the   broad    language   in  S.    1406  which 
could   be  construed   as  sweeping  away   all   consumer  protection   laws 
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Senator  Lccas.  Thank  you  very  much.  sir. 

Ma.  Bakefoot.  f  am  pleased  to  present  the  views  of  the  Office  of 
the  Comptroller  of  the  Currency  on  proposed  S.  963  and  &  1406, 
bills  which  would  further  deregulate  ™^ing  interest  rate  "**»wgy 
The  first  Comptroller  of  the  Currency  aptly  summarized  the  artifi- 
cial interest  rate  ceilings  more  than  100  years  ago.  He  took  issue 
with  the  caprice  of  State  usury  laws  in  his  report  to  Congress  in 
1863,  and  concluded  with  this  statement:  "Where  m 
dant,  it  is  cheap;  where  scarce,  it  is  dear.  And  no  I 
been  able  to  control  the  effect  of  this  general  law." 

IMPACT  OF  AirmCIAL   USUMY   CEILINGS 

The  Comptroller's  office  is  seriously  concerned  with  the  impact 
of  artificial  usury  ceilings  on  the  availability  and  allocation  of 
credit  in  various  markets.  As  we  have  stated  in  the  pest,  usury 
laws  should  be  repealed,  preempted  or  substantially  modified  be- 
cause they  create  arbitrary  distortions  in  our  capital  market  sys- 
tems. 

Further,  as  the  sponsors  of  S.  963  recognize,  when  usury  laws  are 
preempted  with  respect  to  some,  but  not  all  creditors,  substantial 
market  disequilibriums  may  occur.  Such  disruptions  affect  not  only 
the  availability  of  credit,  but  also  the  viability  of  businesses  which 
must  borrow  at  market  rates  but  lend  at  substantially  lower  rates. 

We  support  Federal  legislative  efforts  to  ameliorate  the  problems 
engendered  by  usury  laws.  S.  1406  effectuates  the  long-range  goal 
of  deregulating  the  cost  of  credit.  We  therefore  prefer  its  enact- 
ment to  the  continued  piecemeal  approach  represented  by  S.  963. 

Evidence  collected  over  the  years  overwhelmingly  indicates  that 
the  elimination  of  restrictive  usury  limits  would  be  in  the  public 
interest.  Generally  usury  laws  fail  to  accomplish  their  desired  ob- 
jective, have  an  adverse  effect  on  production  and  employment,  and 
distort  the  allocation  of  credit  among  markets  and  in  States. 
Rather  than  protecting  small,  low-income  and  marginally  qualified 
borrowers  from  unscrupulous  lenders,  usury  laws  either  force  these 
borrowers  out  of  the  credit  market  or  require  them  to  go  to  unregu- 
lated creditors  or  loan  sharks. 

Studies  have  also  shown  that  usury  ceilings  tend  to  affect  em- 
ployment adversely  and  to  dampen  economic  growth.  Moreover,  the 
geographic  distortions  in  the  distribution  of  credit  engendered  by 
usury  laws  lead  to  inefficiencies  and  inequities  in  the  national 
marketplace.  The  Arkansas  experience  need  not  be  recounted  here 
but  constitutes  dramatic  evidence  of  the  inefficiency  and  disloca- 
tion created  by  arbitrary  rate  ceilings. 

The  actions  of  the  96th  Congress  with  regard  to  usury  preemp- 
tion represent  a  step  toward  a  more  competitive,  less  regulated 
environment.  However,  further  reforms  are  needed.  The  current 
flexible  federal  usury  alternative  for  business  and  agricultural 
loans  is  only  temporary.  In  addition,  the  maximum  rate  authorized 
by  DIDA  for  consumer  loans  is  too  low  to  allow  market  forces  to 
operate  effectively  in  the  present  high  rate  environment. 

Finally,  DIDA's  preemption  of  State  ceilings  on  consumer  loans 
is  only  available  to  federally  insured  lenders.  It  is  unavailable  to 
retailers  and  finance  companies,  which  are  currently  suffering  fi- 
nancial hardships  in  States  with  usury  rates.  It  is  also  inconsistent 


D,g,t,zedbyG00gIe 


531 

with  the  direction  which  Congress  has  moved  in  phasing  out  depos- 
it interest  rate  ceilings.  If  banks  and  other  financial  institutions 
are  to  maintain  their  long-term  viability,  they  must  be  able  to 
adjust  their  interest  rates  and  fees  in  response  to  changes  in  their 
cost  of  funds  and  operating  expenses.  The  ability  of  depository 
institutions  to  pay  market  rates  to  depositors  is  necessarily  depend- 
ent on  similar  flexibility  in  their  authority  to  charge  such  rates  on 
their  loans. 

Finally,  State  usury  laws  are  quickly  becoming  an  anachronism 
in  a  financial  system  which  is  increasingly  national  in  scope.  Legal 
restrictions  that  attempt  to  set  the  terms  and  conditions  for  local 
lending  are  becoming  less  and  less  effective.  A  national  response  is 
necessary,  one  which  would  rationalize  and  equalize  the  legal 
framework  and  allow  the  marketplace  to  determine  the  price  of 
credit. 

I  have  included  in  my  written  statement  our  views  regarding  the 
specifics  of  the  two  bills  now  before  the  subcommittee.  We  regard 
S.  963  as  a  stop-gap  measure  which  would  correct  an  imbalance 
that  exists  under  the  current  federal  preemption.  As  such,  it  is  a 
step  in  the  right  direction. 

In  our  opinion,  however,  S.  1406  offers  a  better  solution  to  the 
problems  we  have  described.  It  is  the  logical  conclusion  to  the 
deregulation  of  interest  rate  ceilings  begun  in  1980.  We  do,  howev- 
er, have  reservations  with  respect  to  specific  provisions  of  S.  1406. 
A  primary  concern  is  that  in  the  process  of  preempting  State  usury 
ceilings,  which  as  we  have  stated,  do  not  inure  to  the  long-run 
benefit  of  consumers,  the  legislation  appears  also  to  sweep  away 
various  consumer  protections  contained  in  state  usury  laws. 

RETENTION  OP  SPECIFIC  CONSUMER  PROTECTION  LAWS 

Elimination  of  consumer  credit  usury  ceilings,  as  contemplated 
by  S.  1406,  should  provide  clearly  for  retention  of  specific  State 
safeguards  affecting  consumer  loan  transactions.  Although  certain 
provisions  for  this  purpose  are  contained  in  S.  1406,  the  bill's 
coverage  is  ambiguous  and  appears  to  encompass  some  State  con- 
sumer protection  laws  that  do  not  relate  directly  to  interest 
charges. 

We  also  believe  that  serious  consideration  should  be  given  to 
transitional  problems  that  might  arise  as  a  consequence  of  an 
immediate  lifting  of  usury  ceilings.  Individuals  with  large,  out- 
standing balances  on  open-end  lines  of  credit  should  not  be  exposed 
to  large,  unanticipated  increases  in  their  monthly  payments  caused 
by  sudden  increases  in  their  finance  charges. 

To  conclude,  the  Office  of  the  Comptroller  of  the  Currency  sup- 
ports consideration  by  the  Congress  of  federal  preemption  of  usury 
ceilings  and  we  welcome  the  opportunity  to  work  with  the  subcom- 
mittee to  fashion  a  solution  to  these  problems. 

[The  complete  statement  follows:] 
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STATQ4ENT  OP 

JO  ANN  S.  BAREFOOT 

DEPUTY  COMPTROLLER  FOR  CUSTOMER  AND  COMMUNITY  PROGRAMS 

OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 

SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS 

COMMITTEE  ON  BANKING,  HOUSING,  AND  URBAN  AFFAIRS 

UNITED  STATES  SENATE 

July  21,  19B1 

I  am  pleased  to  present  the  views  of  the  Office  o£  the 
Comptroller  of  the  Currency  on  proposed  S.  963  and  S.  1406,  bills 
which  would  further  deregulate  existing  interest-rate  ceilings. 
S.  963  would  expand  to  all  lenders  the  current  federal  preemption 
of  etate  usury  ceilings,  which  permits  federally-Insured  lenders 
to  charge  interest  at  one  per  cent  above  the  Federal  Reserve 
discount  rate  on  all  loans.  S.  1406,  the  proposed  Credit 
Deregulation  and  Availability  Act  of  1981,  would  broadly  preempt 
all  state  usury  ceilings  on  business,  agricultural,  and  consumer 
loans  and  allow  the  marketplace  to  determine  the  rate  of  interest 
on  these  loans. 

we  are  seriously  concerned  with  the  impact  of  arbitrary  usury 
ceilings  on  the  availability  and  allocation  of  credit  in  various 
markets.   As  we  have  stated  on  several  occasions,  usury  laws 
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should  be  repealed,  preempted,  or  substantially  Modified  because 
they  cieate  arbitrary  distortions  in  our  capital  market  system. 
Further,  as  the  sponsors  of  S.963  recognize,  when  usury  laws  are 
preempted  with  respect  to  some  but  not  all  creditors,  substantial 
market  disequilibriums  may  occur.   Such  disruptions  affect  not 
only  the  availability  of  credit  but  also  the  viability  of 
businesses  which  must  borrow  at  market  rates  but  lend  at 
substantially  lower  rates.  Me  support  federal  legislative 
efforts  to  ameliorate  the  problems  engendered  by  usury  laws. 
S.  1406  effectuates  the  long-range  goal  of  deregulating  the  cost 
of  credit;  we  thus  prefer  its  enactment  to  the  continued- 
piecemeal  approach  represented  by  S.  963. 


Evidence  collected  over  the  years  overwhelmingly  indicates  that 
the  elimination  of  restrictive  usury  limits  would  be  in  the 
public  interest.   Generally,  usury  lawsi 


-fail  to  accomplish  their  desired  objectives, 

-have  an  adverse  effect  on  production  and  employment,  and 

-distort  the  allocation  of  credit  among  markets  and  states. 
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liability. 


lUi.      Ti*i»  ;oais  ace   isport 

;  adverse  effects  o-    tecoiftri 
ana   tr.e   f-uciic  at   large,    pari 

Sialiorj  and  contracted  credit 

it   rates  are  amove   uiuiy  ceilings,    mny  borrowers 
iv*   &•*.'.   unable   to  catatn  loans   froa  cosoterciel  banks  or  otber 
.ivancial    institution*.      LWnng   sjch    tiers,    credit   flaws    into 
ircets   net    sj&ject    tc  jsjiy   ceilings.      This   has  occurred  during 
'*ry  f>erlvd  ol    f;i<jn    interest    rates  over    the   last   fifteen  years, 
:   tne  expense  of   oorrowers,    lenders,    and   the  efficient   operation 
:    tne  starketplace. 


Restrictive   interest   rate    limitations  quickly  close  off 
conventional   credit   sources,   particularly  to  high-risk  and 
low-incos*  borrowers.      When   lenders  are   unable   to  charge   rates 
sufficient   to  yield  a    reasonable    rate  of    return,    they  generally 
stop  or   substantially  curtail  lending   to  such  Marginal 
borrowers.      Should  a   lender's  cost   of   funds  exceed   the  prevailing 
usury  ceilings,    all  consumer    lending   say  be  expected   to  cease. 
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Borrowers  must   forego  obtaining  credit,   go  to  loan  sharks  foe 
loans  nade   above   usury   rat*    limits,    or   seek  nonmarket  sources  of 
credit   such  as   family  or   friends.      Alternatively!    borrowers  may 
resort    to   out-of-state   sources   for  necessary  credit,      these 
conclusions  have  been  documented   in  several  studies  of  consumer 
finance  coapani.es,    commercial  banks,    and  mutual   savings  banks. 
Similar   studies  of   new  automobile,   mortgage,    and  personal   loan 
markets  offer   the  same  conclusions.      The   results  are  consistent 
—   low-income  consumers  are  denied  access  to  conventional  credit 
when  market    rates  exceed  usury  ceilings. 

Furthermore,    firms  which  must  operate   in  Markets  subject  to  usury 
restrictions   feel   the    Impact  on  both  costs  and   revenues.      In   the 
consumer   finance    industry,    in  which   rate   reatrlctions  abound,    low 
rate  ceilings  tend  to  result  in  fewer  and  larger   loans  because 
credit    is  allocated   to  low-risk  consumers   and   larger   loans  are 
less  costly   to  make.      When  low  usury  ceilings  are  combined  with 
low  legal  loan  size   limits,   the  number  of  loans  increases,   but 
low-income,    high-risk  customers   still  find    it  difficult,    if  not 
impossible,    to  obtain  credit.      Instead,    low-risk  customers 
continue    to   receive  most  of   the   loans,    but  are   forced   to 
"double-up"  by  acquiring  costly  multiple  loans  to  get  the  amount 
of  credit  they  desire. 
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These  adverse  effects  of  usury  ceilings  on  individual  borrowers 
and  lenders  ate  translated  on  a  broader  scale  into  harm  to  the 
econoaies  of  states  which  have  low  interest  rate  ceilings,  and, 
in   turn,    to  the   nation's  economy. 

Credit   is  an  essential   ingredient   to  commerce,   and   usury  ceilings 
and   otner   arbitrary   restrictions   that   limit  credit  availability 
tend   to  affect  employment  adversely  and  daapen  economic  growth. 
Foe   exaaple,   a   1977  study  showed   that   in  Tennessee,   which   until 
1970   nad  a  constitutional    interest  cap  of   10  percent,    the  economy 
grew   faster    than   the  national   econoay  except  when  market   interest 
rates   rose   above   the   state   usury  ceilings.      Between   1974  and 
1976,   when  aarket   rates   exceeded   the   usury  ceilings,    the  study 
found   that   Tennessee's   annual   loss   in  production  averaged   SSO 
aillion;    the   annual   loss   of   jobs   averaged   7,000;   the  annual   loss 
of   retail   sales   averaged   J80  million]   and   the  annual   loss  of 
assets   in  financial   intermedial ies  averaged   $1.25  billion. 

Such  geographic  distortions   in   the  distribution  of  credit  lead   to 
significant  inefficiencies  and  inequities  in  the  national 
marketplace.      This   is  apparent   froa  differences   in  business 
activity   among   various   states.      Arkansas,   which  has  a   ten  percent 
constitutional   usury   limit,    is  a   notable   example.      A  1976   study 
of   Texarkana   noted  distinct  differences  between   the   types  of 
firas   located  on   the   Texas  side  of   the  city  and   those   located   on 
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the  Arkansas  side.   Considerably  less  retail  trade  was  conducted 
on  the  Arkansas  side,  despite  the  approximately  equal 
distribution  of  Texarkana's  population  between  the  states.   The 
majority  of  automobile  dealers,  appliance  stores,  and  other 
businesses  that  rely  on  consumer  credit  had  moved  to  the  Texas 
side  of  the  city.   The  Subcommittee  has  heard  a  great  deal  about 
the  problems  Arkansas  has  experienced  over  the  past  year  due  to 
its  constitutional  rate  ceiling.   Clearly,  inefficiency  and 
e  result  from  such  locational  patterns. 


The  inescapable  conclusion  was  well  stated  over  one  hundred  years 
ago  by  the  first  Comptroller  of  the  Currency,  Hugh  HcCulloch. 
Hr.  HcCulloch  took  issue  with  the  caprice  of  state  usury  laws  in 
his  initial  report  to  Congress  in  1863  and  concluded:   'Where 
money  is  abundant  it  is  cheap,  where  scarce  it  is  dear;  and  no 
legislation  has  been  able  to  control  the  effect  of  this  general 


Actions  of  the  96th  Congress  reflect  Congressional  recognition  < 
the  probleas  associated  with  usury  ceilings.  Title  V  of  the 
Depository  Institution  Deregulation  and  Monetary  Control  Act  of 
19B0  (DIDA)  and  its  subsequent  amendment  in  the  Housing  Act  of 
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1980,  preempted  all  usury  ceilings  on  first  lien  mortgages,  set 
an  alternative  federal  usury  ceiling  of  five  percent  above  the 
Federal  Reserve  discount  rate  for  business  and  agricultural  loans 
of  CI, 000  or  More,  and,  for  all  other  loans,  established  an 
alternative  ceiling  of  one  percent  above  the  Federal  Reserve 
discount  rate  for  all  federally-insured  lenders.   States  may 
override  the  first  two  of  these  federal  preemptions  prior  to 
April  1,  1983. 

While  these  provisions  of  DIDA  represent  a  step  toward  a  more 
competitive,  less  regulated  environment,  further  reforms  are 
needed.   The  flexible  federal  usury  alternative  for  business  and 
agricultural  loans  is  only  temporary.   In  addition,  the  maximum 
rate  authorised  by  dida  for  consumer  loans  is  too  low  to  allow 
narket  forces  to  operate  effectively  in  determining  interest 
rates  in  the  present  high-rate  environment.  The  current  Federal 
Reserve  discount  rate  is  14  percent.   With  the  prime  rate  of  most 
banxs  hovering  around  20  percent,  it  is  unrealistic  to  expect 
lenders  to  charge  a  maximum  of  15  percent  on  consumer  loans. 
Finally,  as  has  been  stated  so  often  at  these  hearings,  DIDA's 
preemption  of  state  ceilings  on  consumer  loans  is  only  available 
to. federally-insured  lenders.   It  is  unavailable  to  retailers  and 
finance  companies,  which  are  currently  suffering  severe  financial 
hardships  in  states  with  restrictive  rate  ceilings  on  consumer 
loans. 
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Retention  of  usury  ceilings  is  also  inconsistent  with  the 
direction  in  which  Congress  has  moved  in  phasing  Out  deposit 
interest-rate  ceilings.   With  the  eventual  elimination  of  all 
deposit  rate  limitations,  changes  in  the  average  cost  of  funds  to 
depository  institutions  will  reflect  more  closely  changes  in 
market  rates  of  interest.   If  banks  and  other  financial 
institutions  are  to  maintain  their  long-tern  viability,  they  must 
be  able  to  adjust  their  interest  charges  and  fees  in  response  to 
changes  in  their  cost  of  funds  and  operating  expenses.   The 
ability  of  depository  institutions  to  pay  market  rates  to 
depositors  is  necessarily  dependent  upon  similar  flexibility  in 
their  authority  to  charge  such  rates  on  their  loans.   When 
ceilings  on  consumer  loans  are  set  at  unrealistically  low  levels, 
depository  institutions  will  be  unable  to  engage  profitably  in 
consumer  lending,  if  faced  with  increasingly  high  and  volatile 

Finally,  state  usury  ceilings  are  quickly  becoming  an  anachronism 
in  a  financial  system  which  is  increasingly  national  in  scop*. 
Legal  restrictions  that  attempt  to  set  the  terms  and  conditions 
for  local  lending  are  becoming  less  and  less  effective. 
Households  in  Maryland  may  use  bank  credit  cards  issued  by  a 
California  bank  and,  therefore,  be  subject  to  the  less  restrictive 
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California  usury  ceilings.   Similarly,  lenders  in  a  state  subject 
to  low  usury  limits  may  increase  their  purchases  of  out-of-state 
loans  or  may  sell  their  loanable  funds  in  unregulated  national 
markets  such  as  the  interbank  federal  funds  market.   Thus  soae 
individuals  and  institutions  are  able  to  circumvent  or  adapt  to 
usury  ceilings,  while  others  suffer  from  their  impact.   These 
inequities  call  for  a  national  response  which  would  rationalize 
and  equalize  the  legal  framework  and  allow  the  marketplace  to 
determine  the  price  of  credit.   With  interstate  barriers  to  the 
provision  of  credit  becoming  more  insignificant  each  day, 
interest-rate  ceilings  are  properly  a  subject  of  federal  t 
now,  just  as  railway  rates  were  at  the  turn  of  the  century. 


S.  963  is  intended  to  treat  all  lenders  equitably,  whether  or  not 
federally  insured,  by  allowing  an  alternative  federal  rate 
ceiling  of  one  percent  above  the  Federal  Reserve  discount  rat* 
for  all  types  of  credit,  including  consumer  loans.   He  view  this 
bill  as  a  stop-gap  measure  which  would  correct  an  imbalance 
created.  In  part,  by  the  partial  preemption  enacted  in  Sections 
521-529  of  DID*.  While  we  regard  the  proposal  as  a  step  in  the 
right  direction,  we  have  none  reservations  regarding  its 
provisions. 
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First,  under  Sections  521-529  of  OIDA,  federally-insured  lenders 
are  authorized  to  charge  one  percent  above  the  discount  rate. 
This  ceiling  does  not  expressly  include  any  surcharge  that  the 
Federal  Reserve  Banks  may  impose  upon  the  basic  discount  rate. 
S.  963,  however,  would  include,  in  the  ceiling  for 
non-federally-insured  lenders,  the  surcharge,  which  currently  is 
four  percent.   Enactment  of  the  bill  would,  therefore,  put 
federally-insured  lenders  at  a  competitive  disadvantage  with 
respect  to  other  lenders,  a  situation  which  the  bill's  authors 
presumably  do  not  intend  to  create.   We  suggest  that,  should  the 
bill  be  enacted,  it  be  modified  to  amend  Sections  521-525  of  DIDA 
to  include  the  surcharge. 

Further,  if  a  federal  rate  ceiling  is  to  be  retained,  we  suggest 
that  the  Federal  Reserve  discount  rate  is  not  an  appropriate 
index.   Use  of  the  discount  rate  imposes  an  essentially 
short-term  index  on  markets  that  often  involve  long-term  lending 
transactions.   The  discount  rate  is  a  tool  of  Monetary  policy  and 
may  not  be  directly  related  to  the  market  cost  of  lender  funds. 
Should  Congress  decide  to  create  an  alternative  federal  ceiling, 
we  believe  that  several  indices  would  be  preferable  to  a  single 
rate.  For  example,  indexing  the  federal  interest  rate  ceilings 
to  changes  in  the  rates  on  Treasury  notes  or  bills  of  average 
maturity  comparable  to  particular  categories  of  loans  might  be 
preferable  to  the  continued  use  of  the  discount  rate. 
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In  out  opinion,  S.H06  represents  a  better  solution  to  the 
problems  described  above.   It  represents  the  logical  conclut 
to  the  deregulation  of  interest-rate  ceilings  begun  in  DIDA. 
do,  however,  have  reservations  with  respect  to  specific 
provisions  of  the  bill. 


Our  primary  concern  is  that  in  the  process  of  preempting  state 
usury  ceilings,  which,  as  we  have  stated,  do  not  inure  to  the 
long-run  benefit  of  consumers,  the  legislation  appears  also  to 
sweep  away  various  consumer  protections.   Total  elimination  of 
state  usury  ceilings  could  easily  expose  unwary  borrowers  to 
unscrupulous  lenders  and  lending  practices.   The  Subcommittee  has 
already  heard  evidence  of  such  practices  in  states  which  have 
enacted  broad  credit  deregulation  laws.   In  those  parts  of  the 
country  where  credit  markets  are  not  yet  reasonably  competitive, 
a  need  remains  for  minimum  safeguards  to  protect  the  rights  of 
those  most  vulnerable  to  predatory  lending  practices.  He 
believe,  therefore,  that  the  elimination  of  consumer  usury 
ceilings,  such  as  contemplated  by  S.  1406,  should  contain 
provisions  for  retention  of  specific  state  safeguards  affecting 
consumer  loan  transactions.   Although  certain  provisions  for  this 
purpose  are  contained  in  S.  140G,  greater  specificity  should  be 
provided  as  to  the  states'  role  and  the  type  of  protections  which 
may  be  retained  or  enacted  by  each  state  with  regard  to  consumer 
lending. 
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For  example,  some  states  have  enacted  small  loan  acts,  retail 
installment  credit  sales  laws,  automobile  sales  finance  acts,  and 
other  credit  codes,  such  as  the  Uniform  Commercial  Credit  Code, 
to  provide  such  safeguards.   These  laws  often  limit  or  prohibit 
prepayment  penalties,  late  fees,  attorney's  fees,  the  use  of  the 
Rule  of  7B's,  and  acquisition  fees,  as  well  as  certain 
contractual  provisions  with  regard  to  consumer  credit.  Me 
believe  that  the  federal  law  should  provide  specifically  for 
either  the  preemption  or  continued  viability  of  such  protections. 

We  also  believe  that  serious  consideration  should  be  given  to 
transitional  problems  that  might  arise  as  a  consequence  of  an 
immediate  lifting  of  usury  ceilings.   For  example,  individuals 
with  large  outstanding  balances  on  open-end  lines  of  credit 
should  not  be  exposed  to  large  unanticipated  increases  in  their 
monthly  payments  caused  by  sudden  increases  in  their  finance 
charges.   One  response  to  this  problem  would  be  to  require  that 
the  former  interest  rate  be  retained  on  the  present  outstanding 
balance. 


I  the  Comptroller  of  the  Currency  supports 
i  by  the  Congress  of  federal  preemption  of  » 
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ceilings.   In  the  current  environment  of  inflation  and  high 
interest  rates,  fixed-rate  usury  laws  are  counterproductive, 
we  have  testified  before,  they  tend  either  to  restrict  the 
availability  of  credit  or  encourage  abuses  by  unregulated 
lenders.  Recent  legislation  which  provides  for  the  phasing  t 
of  interest-rate  ceilings  on  deposits  represents  an  important 
step  toward  creating  a  competitive  marketplace.   Meaningful 
reform  of  usury  laws,  combined  with  protection  of  consumers 
against  anticompetitive  practices,  fits  logically  into  this 
legislative  pattern. 

We  would  welcome  the  opportunity  to  work  with  the  Congress  tt 
fashion  a  solution  to  these  problems. 
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Senator  Lugar.  Thank  you.  Bach  of  you,  in  your  testimony, 
opposed  indexing  rate  ceilings  to  the  federal  discount  rate.  It  ap- 
pears that  you  may  also  have  reservations  about  any  form  of 
indexing.  I  will  try  to  pin  that  question  down,  because  it  certainly 
is  central  to  the  legislation.  Let  me  ask  each  of  you  whether  I  have 
interpreted  correctly  as  I  have  heard  you  testify. 

OPPOSED  TO  INDEXING 

That  idea,  Ms.  Chamberlain,  would  you  go  through  the  indexing 
thing  again,  the  reasons  why  you  feel  that  this  is  inappropriate? 

Ms.  Chamberlain.  Yes.  I  think  Governor  Teeters  expressed  it 
very,  very  well,  that  the  discount  rate  is  not  a  market  rate;  it  is  an 
administrative  rate.  It  is  a  rate  which,  in  fact,  is  designed  to 
discourage  commercial  banks  from  borrowing.  It  has  nothing  to  do 
with  the  market.  For  that  reason  we  feel  that  would  be  an  ex- 
tremely bad  index  to  use. 

Senator  Lugar.  Mb.  Barefoot? 

Ms.  Barefoot.  Yes.  We  see  it  the  same  way.  We  do  oppose  any 
indexing  and  would  prefer  to  see  a  free  market  rate.  If  an  index  is 
chosen,  we  would  oppose  the  discount  rate  for  the  reasons  that 
have  been  stated,  and  for  the  fact  that  it  could  introduce  political 
pressures  into  the  setting  of  the  discount  rate,  which  would  be  an 
additional  problem.  We  have  thought  that  a  possible  solution  might 
be  to  use  a  set  of  indices  tied  to  Treasury  obligations  of  similar 
maturities  to  the  loans  that  would  be  covered,  but  we  have  not 
really  addressed  the  details  of  how  that  would  work. 

Senator  Lugar.  Mr.  Silverberg? 

Mr.  Silverberg.  Yes;  we  would  agree  essentially  with  what  has 
been  said.  I  think  we  also  indicated  that  the  surcharge  inclusion  is 
another  dimension  of  this;  in  fact,  even  a  more  extreme  one,  be- 
cause the  surcharge  is  something  that  could  conceivably  come  on 
and  off  in  rather  large  blocks,  and  most  changes  in  the  discount 
rate  have  been  1  percent  or  less.  The  surcharge  could  conceivably 
be  eliminated  at  one  point  in  time,  and  result  in  a  rather  drastic 
change. 

consumer  protection  warning  signal 

Senator  Lugar.  Thank  you.  Now,  Ms.  Barefoot  and  Mr.  Silver* 

berg  have  both  commented,  as  they  took  a  look  at  the  consumer 
protections,  that  they  saw  certain  preemptions  there  that  we  ought 
to  take  a  look  at,  and  I  appreciate  that  comment  and  I  ask  the  staff 
to  look  very  carefully  at  that  situation.  The  initial  presentation  of 
the  act,  of  course,  tried  to  make  certain  that  consumer  protections 
were  not  preempted  in  broad  categories. 

I  cite  at  least  the  language  which  we  tried  to  explain,  that 
section  531  preempts  all  State  usury  laws  in  connection  with  exten- 
sions of  consumer  credit  made  by  a  creditor.  This  section  depends 
heavily  on  definitions  contained  in  section  532.  In  effect,  this  provi- 
sion does  away  with  all  rate  ceilings  and  mechanisms  that  attempt 
to  limit  the  types  of  and  rates  of  charges  that  may  be  assessed  in 
connection  with  consumer  credit  transactions.  But  it  does  not 
extend  to  state  consumer  protection  laws  that  deal  with  restric- 
tions, limitations,  or  prohibitions  against  certain  types  of  credit 
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activity.  And  the  rest  of  the  explanation  goes  on  to  indicate  all  of 
the  things  which  it  does  not  preempt. 

I  gather  from  the  testimony  of  the  two  of  you  that  you  see  some 
problems  here,  and  I  would  like  to  explore  that  a  little  bit  further. 
Mr.  Silverberg,  can  you  be  more  explicit  as  to  the  areas? 

Mr.  Silverberg.  I  am  afraid  I  can't  be.  Senator.  Our  attorneys 
looked  at  the  provision  and  I  think  felt  some  sense  of  ambiguity, 
some  disagreement  among  them  whether  or  not  there  would  be 
this  sweeping  away  or  not.  So  I  think  it  was  a  question  of  our 
having  some  concern  in  this  area;  we  are  not  certain. 

Senator  Lugar.  You  simply  are  raising  a  warning  signal. 

Mr.  Silverberg.  That's  correct. 

Senator  Lugar.  Do  you  have  any  further  comment,  Ms.  Barefoot, 
on  that? 

Ms.  Barefoot.  I  would  agree  that  we  are  concerned  about  the 
ambiguity.  The  definition  of  covered  charges  under  consumer  credit 
is  "interest  discount  points,  time  price  differential,  fees,  charges,  or 
any  other  compensation  paid  to  the  creditor  or  arising  out  of  the 
credit  agreement  or  transaction  for  the  use  of  credit  or  credit 
services."  The  definition  goes  on  to  exclude  fees  arising  out  of  the 
debtor's  failure  to  comply  with  the  contract,  such  as  late  fees,  1 
would  presume.  That  is  a  very  sweeping,  rather  open-ended  de- 
scription of  the  charges  that  were  covered,  and  we  were  not  sure 
how  it  would  apply  to  insurance  premiums,  credit  life  insurance, 
provisions  covering  the  rule  of  78  rebate  method  and  so  forth.  It 
seems  that  it  might  be  worthwhile  to  clarify  further  exactly  what 
items  would  and  would  not  be  covered. 

One  possibility  might  be  to  have  the  preemption  specifically 
address  the  items  which  are  included  in  the  APR  and  finance 
charge  under  truth  in  lending,  which  are  interest-related  in  their 
nature,  and  to  exclude  other  types  of  charges. 

Senator  Lugar.  Those  are  very  helpful  suggestions  and  we  will 
ask  the  staff  after  these  hearings,  to  check  very  carefully  with 
that.  We  appreciate  your  bringing  that  to  our  attention  in  these 
hearings. 

I  have  no  further  questions  for  you.  Other  members  of  the  com- 
mittee may,  in  due  course.  If  they  do,  would  you  be  available  and 
willing  to  answer  questions  of  other  Senators  at  a  later  date? 

Mr.  Silverberg.  Yes. 

Ms.  Chamberlain.  Yes. 

Ms.  Barefoot.  Yes. 

Senator  Lugar.  We  must  recess  the  hearing  briefly  to  go  vote. 
We  have  a  rollcall  vote  on,  and  absent  any  other  relief  in  a  relay 
race  of  sorts,  we  will  simply  recess  for  a  few  minutes  and  we  will 
be  back  and  we  will  have  one  additional  panel  at  that  point. 

[Recess.] 

Senator  Lugar.  The  hearing  is  called  to  order  again. 

We  will  now  have  a  panel  of:  Representative  Roger  Begin,  State 
Representative  of  Rhode  Island,  on  behalf  of  the  National  Confer- 
ence of  State  Legislatures;  Assemblyman  Bruce  Young,  State  As- 
semblyman of  California;  and  Kathleen  Goodpasture  Smith,  South 
Carolina  Department  of  Consumer  Affairs,  on  behalf  of  the  Ameri- 
can Conference  of  Uniform  Consumer  Credit  Code  States. 
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STATEMENTS  OF  REPRESENTATIVE  ROGER  BEGIN,  STATE  REP- 
RESENTATIVE, RHODE  ISLAND,  REPRESENTING  THE  NATION- 
AL CONFERENCE  OF  STATE  LEGISLATURES;  ASSEMBLYMAN 
BRUCE  YOUNG,  STATE  ASSEMBLYMAN  OF  CALIFORNIA;  AND 
KATHLEEN  GOODPASTURE  SMITH,  SOUTH  CAROLINA  DE- 
PARTMENT OF  CONSUMER  AFFAIRS,  REPRESENTING  THE 
AMERICAN  CONFERENCE  OF  UNIFORM  CONSUMER  CREDIT 
CODE  STATES 

Senator  Lugar.  We  '  are  grateful  to  each  one  of  you  for  coming 
some  distance  to  be  a  part  of  this  hearing.  I  would  like  for  you  to 
testify  in  the  order  that  you  were  introduced. 
First  of  all,  Representative  Begin,  Rhode  Island. 
Mr.  Begin.  Thank  you,  Senator. 

I  thank  you  for  this  opportunity  to  submit  a  statement  for  the 
hearing  today  on  S.  1406  and  S.  963,  bills  purporting  to  increase 
the  availability  of  credit. 

My  name  is  Roger  Begin.  I  am  a  Rhode  Island  State  representa- 
tive and  deputy  majority  leader  of  the  Rhode  Island  House.  I  also 
serve  as  chairman  of  the  NCSL's  Government  Operations  Subcom- 
mittee on  Financial  Institutions.  It  is  in  that  capacity  that  I  ad- 
dress you  today. 

The  National  Conference  of  State  Legislatures  is  the  official 
repesentative  of  the  Nation's  7,500  State  lawmakers  and  their 
staffs,  and  as  a  member  of  that  organization,  I  must  tell  you  today 
that  we  are,  quite  simply,  quite  irrevocably  opposed  to  these  bills. 
S.  1406,  in  particular,  is  one  of  the  most  blatant  assaults  on  federal- 
ism, State's  rights,  and  the  States'  capacity  to  protect  its  residents 
in  this  century.  The  irony  is  that  these  bills  are  being  clothed  in  a 
shroud  of  benevolency  and  concern  for  business  and  consumers. 
I  would  like  to  address  our  views  principally  to  S.  1406,  since  my 
remarks  by  implication  would  also  apply  to  S.  963. 

From  previous  testimony,  it  seems  there  is  a  great  deal  of  con- 
cern about  the  State  of  Arkansas'  economy  and  its  10  percent 
usury  ceiling,  set  by  constitutional  mandate.  Arkansas'  voters  have 
consistently  refused  the  opportunity  to  raise  the  usury  ceiling. 
Despite  the  opportunities  for  consumer  groups  and  creditors  to 
educate  Arkansas  consumers  on  the  advantages  and  disadvantages 
of  the  10  percent  usury  ceiling,  Senator  Proxmire  has  perceptively 
noted  that  it  is  virtually  impossible  to  get  people  to  vote  for  higher 
interest  rates.  As  an  organization  of  politicians,  we  most  certainly 
agree. 

HOLDING  THE  COUNTRY  HOSTAGE 

When  people  are  presented  with  a  choice  of  higher  interest  rates 
or  lower  interest  rates,  people  will  vote  for  lower  interest  rates.  We 
do  not  envy  the  mission  of  creditors  and  business  people  in  Arkan- 
sas. However,  because  the  people  of  Arkansas  have  chosen  not  to 
raise  their  usury  ceilings,  you  cannot  hold  the  rest  of  the  country 
hostage.  I  submit  that  through  the  passage  of  S.  1406,  Congress 


1  National  Conference  of  State  Legislatures  gratefully  acknowledges  the  assistance  of  Louis 
Ko/.lofT.  executive  director  of  consumer  affaire  committee,  Pennsylvania  Legislature  in  the 
preparation  of  this  testimony. 
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would  place  every  State  in  the  Union  in  the  same  unenviable 
position  as  the  creditors  in  Arkansas. 

DIVESTITURE  OF  POWER   FROM  THE  STATES 

This  bill  would  permanently  force  every  State  to  accept  whatever 
the  market  will  bear  in  interest  rates,  and  provide  scant  opportuni- 
ty to  reject  this  assault  on  local  economies  through  a  so-called 
override  provision.  However,  even  if  the  override  provision  was 
something  more  than  a  no-win  proposition  for  most  States,  our 
major  concern  about  S.  1406  is  the  outrageous  divestiture  of  power 
from  the  States. 

To  apprise  you  of  the  intensity  of  our  opposition  to  preemption  in 
this  area,  you  should  know  that  in  1980,  a  year  which  contained 
some  of  the  most  dramatic  fluctuations  of  interest  rates  in  this 
country's  history,  the  National  Conference  of  State  Legislatures 
adopted  a  policy  which  opposes  Federal  preemption  of  State  inter- 
est rates.  I  quote  from  this  policy,  in  part: 

In  seeking  solutions  to  these  perplexing  problems.  States  are  pursuing  a  variety  of 
monetary  and  fiscal  policies,  including,  but  not  limited  to,  upward  adjustment  of 
usury  rates.  While  we  recognize  similar  objectives  in  the  Congress  and  executive 
agencies,  we  Feel  strongly  that  States  should  have  maximum  flexibility  in  develop- 


The  Congress  would  create  a  very  serious,  probably  irreparable 
situation  with  the  passage  of  this  bill.  Only  State  legislators  have 
the  experience  to  decide  what  the  level  of  competition  is  in  their 
States.  The  Federal  Government  does  not  have  that  expertise,  and 
it  could  only  be  developed  after  the  expenditure  of  a  great  deal  of 
time  and  millions  of  dollars.  The  expenditure  would  be  wasted, 
because  the  expertise  already  exists  in  a  virtually  untapped  re- 
source— the  Nation's  State  legislators.  State  legislators  are  more 
likely  than  any  other  member  of  State  government  to  be  held 
accountable  for  their  decisions  by  the  people  they  represent.  More 
importantly,  they  have  to  live  with  the  result  of  their  decisions. 
State  legislators  can  best  decide  where  competitive  markets  exist 
and  where  they  do  not  exist.  In  making  these  determinations,  they 
cannot  afford  to  advocate  the  interests  of  only  bankers,  creditors, 
or  consumers.  Everyone's  interests  have  to  be  balanced,  and  while 
the  end  result  of  the  balancing  processes  seldom  pleases  everyone 
completely,  more  often  than  not,  everyone  affected  can  live  with  it. 

You  have  heard  complaints  from  creditors  and  bankers  that  the 
State  usury  laws  create  a  patchwork  of  different  regulations  in  the 
country  and  that  the  laws  are  very  complex.  Well,  there's  a  very 
good  reason  why  the  State's  usury  laws  are  complex:  Different 
levels  of  competition  exist  in  the  retail  area,  the  business  area, 
agricultural  area,  and  the  mortgage  area.  Thus,  there  are  different 
ceilings  for  different  transactions  in  the  States. 

Different  lenders  lend  to  different  risk  categories.  Where  one 
lender  may  decide  not  to  lend  a  customer  money  for  a  car  loan, 
another  creditor  may  decide  to  issue  the  same  customer  a  charge 
card.  There  are  a  myriad  number  of  variations  on  this  theme  of 
competitive  levels.  Only  State  legislators  can  be  sensitive  to  these 
variations  on  the  need  for  competition. 
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The  Wisconsin  Office  of  the  Commissioner  of  Banking  has  recent- 
ly released  a  survey  of  the  maximum  finance  charges  for  primary 
mortgages,  closed-end  credit,  open-end  credit,  and  finance  company 
consumer  credit  for  all  States.  To  demonstrate  the  nuances  that 
exist  in  the  States'  economic  fields,  I'd  like  to  quote  some  findings 
from  the  report. 

A  State  like  Texas  has  no  ceiling  on  primary  mortgages,  due  to 
enactment  of  Public  Law  96-221,  but  in  the  closed-end  credit,  open- 
end  credit,  and  finance  company  areas,  the  ceiling  is  indexed  to 
twice  the  6-month  treasury  bill  rate,  not  to  exceed  24  percent  per 
year.  The  legislators  in  Texas  set  those  ceilings  in  that  manner  for 
a  reason — they  are  a  response  to  the  level  of  competition  in  those 
markets.  In  Indiana,  there  is  no  ceiling  on  primary  mortgages,  but 
in  the  area  of  closed-end  credit,  interest  rates  range  from  36  per- 
cent to  15  percent,  depending  on  the  outstanding  balance.  However, 
in  the  open-end  credit  area,  the  ceiling  is  18  percent  per  year,  with 
a  50-cent  minimum  finance  charge.  However,  for  finance  company 
convenient  credit  rates,  the  ceiling  is  the  same  as  that  listed  for 
closed-end  credit.  In  Utah,  there  is  no  ceiling  on  primary  mort- 
gages, but  in  the  area  of  closed-end  credit,  the  ceiling  ranges  from 
36  percent  to  15  percent,  depending  on  the  outstanding  balance. 
Utah  has  no  ceiling  on  retail  credit,  but  an  18-percent  ceiling  on 
bank  cards  exists,  with  a  50-cent  minimum  finance  charge. 

LEGISLATION   IS  INFLATIONARY 

The  differences  between  Texas,  Utah,  and  Indiana  should  make 
one  thing  crystal  clear:  The  flow  of  capital  differs  markedly  from 
one  State  to  another.  You've  heard  witnesses  testify  that  money  is 
not  only  an  interstate  commodity  but  an  international  commodity. 
Those  witnesses  are  absolutely  right.  However,  despite  the  interna- 
tional flow  of  capital,  money  flows  differently,  not  only  from  region 
to  region,  but  from  State  to  State.  Moreover,  money  flows  different- 
ly among  large  cities,  small  cities,  and  rural  areas.  Most  important- 
ly, it  is  perfectly  natural  for  capital  to  flow  differently  in  one  State 
than  in  another.  This  legislation  would  obliterate  these  valid  and 
natural  differences  with  one  broad  sweep.  The  capital  market  that 
exists  inside  the  borders  of  a  State  is  a  valid  market  that  must  be 
recognized  by  the  U.S.  Congress,  even  as  they  recognize  that  capi- 
tal may  flow  beyond  a  State's  or  a  country's  borders.  It  is  vital  to 
recognize  that  in  areas  where  there  is  little  or  no  competition, 
deregulation  would  cause  artificially  high  rates  that  would  be  eco- 
nomically detrimental  to  the  State's  communities.  Creditors  would 
take  too  great  a  share  of  the  consumer's  disposable  personal 
income.  This  legislation  is  also  inflationary  and  would  hurt  the 
business  community  as  well  as  consumers. 

As  a  State  organization,  we're  not  comforted  because  the  legisla- 
tion would  not  preempt  a  State's  rights  in  certain  areas  of  consum- 
er credit.  The  bottom  line  is  that  jurisdiction  over  interest  rates  is 
the  single  most  important  method  to  provide  a  compatible  climate 
for  business  and  consumers.  Without  the  ability  to  determine  what 
is  usurious,  many  of  the  protections  that  States  provide  to  consum- 
ers will  have  limited  effect.  It  has  been  suggested  that  States  could 
regulate  what's  left  of  the  field  through  consumer  licensing  re- 
quirements. The  major  problem  with  that  solution  is  that  licensing 
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has  a  limited  purpose.  Licensing  is  required  of  practitioners  so  that 
a  State  may  determine  that  those  who  desire  to  enter  an  occupa- 
tion possess  the  minimum  skills  required  to  carry  on  that  occupa- 
tion competently.  Consumer  licensing  laws  were  not  designed  to 
accomplish  any  more  than  that.  After  the  licensing,  there  is  still 
the  matter  of  regulating  those  who  legally  practice  the  occupation, 
to  make  sure  that  they  do  not  violate  the  confidence  that  other 
professional  members,  as  well  as  the  public,  place  in  them.  In  the 
area  of  credit,  the  most  efficient  way  to  do  this  is  through  usury 
ceilings.  A  usury  ceiling  is  a  State's  way  of  declaring  that  given  the 
economic  conditions  that  exist  in  the  State,  most  importantly,  the 
level  of  competition,  and  given  the  duty  to  protect  consumers  and 
to  equalize  the  negotiating  process  between  creditor  and  debtor  as 
much  as  possible,  interest  rates  charged  above  a  certain  level  are 
unconscionable. 

Another  frightening  aspect  of  this  preemptive  bill  is  that  under 
the  generic  term  "covered  charges,"  a  host  of  other  types  of  fees 
are  included,  thus  permanently  removing  another  area  of  regula- 
tion from  the  States.  In  addition  to  interest  rates,  discount  points, 
time-price  differential  fees,  transaction  fees,  access  fees  or  any 
other  fees  a  creditor  could  dream  up  may  beadded  to  the  cost  of 
credit  under  this  bill  if  they  are  either  connected  to  the  cost  of 
credit  or  are  service  charges. 

The  States  that  do  not  allow  the  imposition  of  those  fees  have 
made  an  affirmative  policy  decision  that  the  imposition  of  those 
fees  is  not  in  the  best  interests  of  the  economic  climate  of  that 
State.  State  legislatures  are  much  more  sensitive  to  what  is  the 
best  approach  to  foster  economic  prosperity  in  their  States,  but  in 
one  broad  sweep,  you  strip  States  of  the  power  not  only  to  deter- 
mine what  is  an  unconscionable  rate  of  interest,  but  even  what  an 
interest  rate  is.  The  cost  of  revising  consumer  licensing  laws  to 
replace  the  vacuum  that  would  be  left  by  this  legislation  is  not 
justified  by  this  situation. 

An  eloquent  demonstration  of  this  is  that  most  States  have  re- 
considered their  usury  ceilings,  rejecting  the  need  for  this  legisla- 
tion. Twenty-six  States  have  usury  ceilings  in  the  area  of  open-end 
credit  transactions  that  are  at  21  percent  or  above.  Fourteen  States 
have  removed  ceilings  on  retail  or  bank  card  credit  in  the  open-end 
transaction  area. 

There  has  also  been  activity  in  the  primary  mortgage  area,  and 
the  closed-end  area,  as  well  as  the  consumer  finance  credit  area. 
The  States  have  had  to  respond  due  to  the  effects  of  deregulation 
caused  by  the  Depository  Institutions  Deregulation  and  Monetary 
Control  Act  of  1980,  as  well  as  other  economic  factors. 

Upon  perusing  the  report  issued  by  the  Wisconsin  office  of  the 
Commissioner  of  Banking,  you  will  notice  that  some  States  have 
one  usury  ceiling  that  applies  in,  for  example,  the  closed-end  credit 
area;  some  States  vary  the  ceiling  depending  on  the  outstanding 
balance;  and  some  States  index  the  ceiling  to  the  interest  rates 
paid  on  Government  securities;  while  other  States  require  a  mini- 
mum finance  charges  that  ranges  from  50  cents  to  $1.  Economists 
have  very  strong  opinions  about  the  utility  of  indexing  interest 
ceilings  or  varying  interest  rates  based  on  outstanding  balances. 
One  fact  has  been  clear  throughout  the  debate:  No  one  has  the 


D,g,t,zedbyG00gIe 


551 

answers.  There  is  a  great  deal  of  experimentation  that  is  going  on 
in  the  States.  We,  as  State  legislators,  recognize  that  the  answer 
may  not  be  one  approach,  especially  with  the  various  markets  that 
exist  in  this  country.  This  experimentation  is  invaluable  and  could 
never  be  duplicated  by  the  Federal  Government.  Yet,  enactment  of 
this  bill  would  eliminate  this  experimentation  permanently. 

The  override  provision  in  this  bill  is  not  an  option  for  the  States. 
Many  State  legislatures  are  part  time  and  some  meet  once  every  2 
years.  Until  a  State  is  able  to  override  the  Federal  preemption,  all 
the  elements  of  this  deregulation  go  into  effect.  It  would  be  ex- 
tremely difficult  for  a  State  to  reinstate  its  interest  ceilings  after 
up  to  2  years  of  a  deregulated  market.  It  is  so  difficult  that  this 
option  is  really  no  option  at  all.  However,  let  me  hasten  to  say  that 
even  if  this  override  option  was  more  realistic  and  the  preemption 
was  temporary,  rather  than  permanent,  we  would  be  opposed  to 
this  legislation. 

CREDIT  SUPPLY 

We  also  take  exception  with  the  perception  that  people  are 
unable  to  get  credit.  If  people  have  trouble  getting  credit,  rest 
assured  that  State  legislators  would  be  among  the  first  to  be  noti- 
fied. I  have  not  gotten  complaints  from  any  constituents  about  the 
supply  of  credit.  The  staff  of  NCSL  has  not  received  any  com- 
plaints, either.  Credit  is  available,  but  due  to  inflation,  as  well  as 
concern  over  high  interest  rates,  demand  for  credit  is  probably  not 
as  high  as  creditors  would  like.  People  are  more  careful  about 
obtaining  charge  cards  and  try  to  incur  a  minimum  amount  of 
debt. 

We  also  think  there  are  two  sides  to  the  Arkansas  story.  You 
have  heard  evidence  from  the  Consumer  Federation  of  America 
that  credit  is  about  as  available  in  Arkansas  as  in  other  parts  of 
the  country.  The  people  of  Arkansas  have  had  several  chances  to 
consider  their  usury  ceiling  and  they  have  decided  not  to  change  it. 
Despite  the  difficulties  inherent  in  the  issue,  they  are  probably 
better  educated  on  this  subject  than  many  other  people.  Congress 
may  not  like  the  way  the  vote  came  out,  but  it  would  be  a  serious 
breach  of  federalism  principles  to  force  the  people  of  Arkansas  and 
the  other  States  to  accept  this  legislation  because  Congress  believes 
the  people  voted  the  wrong  way. 

I  thank  you  for  the  opportunity  to  testify  on  S.  1406  and  S.  963. 
We  strongly  urge  you  to  reconsider  this  legislation,  and  to  under- 
take a  nationwide  study  of  competition,  not  only  on  a  State-by- 
State  basis,  but  on  a  market-by-market  basis,  before  you  eliminate 
anything  as  delicate  as  the  balance  exemplified  by  the  State's 
usury  ceilings. 

Thank  you  again.  I  will  be  glad  to  answer  any  questions  the 
committee  might  have. 

Senator  Lugar.  Thank  you  very  much,  sir. 

I  would  like  to  call  now  on  Assemblyman  Bruce  Young  of  Califor- 
nia. 

Mr.  Young.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  appear  before  you  and  share 
some  of  my  personal  observations,  made  after  5  years  of  extensive 
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investigation  and  involvement  in  California's  consumer  credit  regu- 
lation. 

During  my  tenure  in  the  California  State  Legislature,  I  have 
made  it  somewhat  of  a  specialty  to  concentrate  on  the  areas  of 
banking  and  insurance  law. 

In  that  capacity,  I  have  served  as  vice  chairman  of  the  State 
assembly's  finance,  insurance  and  commerce  comittee  for  4  years, 
and  am  currently  a  member  of  the  subcommittee  on  financial 
institutions.  I  am  also  a  member  of  the  Conference  of  State  Legisla- 
tors. 

With  that  background,  I  want  to  state  I  come  before  you  today 
sincerely  seeking  your  support  for  Senator  Lugar's  S.  1406,  which 
would  deregulate  consumer  credit  interest  rate  ceilings  while  pre- 
serving each  state's  right  to  establish  and  regulate  consumer  pro- 
tections, licensing  requirements,  and  standards  of  supervision. 

I  would  have  found  the  notion  that  I  would  support  deregulation 
of  retail  credit  totally  unfathomable  and  unthinkable  5  years  ago 
when  I  first  began  my  legislative  career. 

I  initially  approached  the  entire  subject  of  credit  deregulation  in 
a  very  superficial  manner,  rejecting  out  of  hand  any  thought  of 
removing  California's  usury  limits,  which  impose  either  an  18  per- 
cent or  21.2  percent  limit,  depending  on  the  transaction. 

However,  after  5  years  in  the  practical  application  of  our  legisla- 
tive mandates  and  restraints,  I  find  that  our  theories  in  California 
of  protecting  the  consumers  with  artificial  and  outmoded  usury 
laws  were  cures  worse  than  any  known  disease. 

ANTIQUATED  USURY  LAW  CAUSE  HARDSHIPS  AND  MISERY 

I  soon  discovered  that  our  legislative  stonewalling  and  protection 
of  an  antiquated  usury  law  only  translated  into  hardships  and 
misery  for  California  consumers  who  had  to  obtain  credit  for 
needed  and  necessary  purchases. 

I  found  out  that  we  in  the  legislature  could  not  make  the  cost  of 
money  stand  still  any  more  than  we  could  halt  the  rotation  of  the 
Earth.  Thus,  our  consumers  were  forced  to  resort  to  much  more 
costly  and  unacceptable  alternatives  to  obtain  sufficient  credit. 

This,  unfortunately,  included  obtaining  loans  where  household 
furnishings,  automobiles,  and  literally  every  worldly  possession 
were  put  up  as  collateral;  and  then,  even  more  tragically,  repos- 
sessed in  the  process  of  default. 

Thus,  a  consumer  was  left  with  a  far  more  dramatic  impact  of 
having  their  furniture  stripped  from  their  home,  or  an  essential 
automobile  repossessed,  simply  because  we  in  the  legislature  forced 
them  to  turn  to  alternative  sources  rather  than  the  traditional 
retail  outlets  for  credit. 

We  also  found  that  our  unrealistic  credit  limits  spawned,  if 
indeed  that's  what  sharks  do,  a  new  industry  of  predatory  loan- 
sharks,  who  operate  outside  the  laws  and  do  not  provide  even  the 
most  basic  consumer  protections  and  disclosures  that  our  tradition- 
al creditors  must  offer  under  California  and  Federal  statutes. 

When  turned  away  by  mainstream  retail  credit  operation  for 
vital  purchases,  we  found  that  California  borrowers  sought  other 
sources  and  found  themselves  easy  prey  for  loansharks,  where  100- 
and  200-percent  interest  was  the  rule,  not  the  exception. 
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I  must  also  confess  that  many  of  us  in  California  who  blindly 
stonewalled  usury  laws  were  guilty  of  gross  arrogance  at  the  very 
least,  and  more  appropriately,  economic  elitism. 

We  rationalized  that  usury  laws  protected  the  ignorant  and, 
quite  simply,  our  sole  mission  on  Earth  was  to  save  the  consumer 
from  themselves,  a  thought  process  that  today  seems  fit  for  the 
ostrich  cage  in  the  zoo.  Quite  literally,  we  were  ready  to  fight  to 
the  last  consumer  to  protect  them  from  themselves. 

One  witness  testified  before  the  California  Legislature  that  all  of 
us  in  the  legislative  branch  were  being  smug  and  insensitive  to  the 
problems  of  a  typical  consumer  who  must  have  credit,  but  cannot 
obtain  it  through  traditional  sources.  She  felt  it  was  tantamount  to 
crossing  the  river  and  then  raising  the  bridge  so  no  one  else  could 
follow. 

Another  one  of  my  constituents  told  me  she  appreciated  the 
usury  protection  that  we  provided,  but  asked  that  1  stop  the  assist- 
ance because  she  couldn't  afford  my  help  any  longer. 

My  constituent  said  she  could  no  longer  afford  to  turn  to  pawn- 
brokers, personal  property  brokers,  or  loansharks  every  time  her 
refrigerator  broke  or  she  desperately  needed  an  automobile  to  get 
to  work.  Basically,  she  asked  me  to  help  the  affluent  because  they 
could  afford  the  legislature's  help. 

We  in  the  California  Legislature  were  constantly  counseled  by 
consumers  that  our  obligation  in  government  should  be  fulfilled 
when  we  assure  that  the  consumer  is  fully  and  completely  in- 
formed so  that  they — not  some  distant,  unseen,  self-appointed  gov- 
ernmental savior — can  make  the  rational  and  fair  decision  about  a 
credit  transaction. 

The  most  abrupt  lesson  we  learned  over  the  past  5  years  was 
that  those  most  severely  impacted  by  impractical  usury  laws  were 
the  very  low-  to  moderate-income  consumers,  these  were  the  very 
consumers  we  sought  so  righteously  to  protect  from  themselves. 

In  our  deliberations,  we  found  that  when  interest  rates  soared 
beyond  the  usury  limits,  retailers  across  the  State  immediately 
raised  their  credit  threshold,  thus  compelling  those  on  the  lower 
end  of  the  economic  ladder  to  search  elsewhere  for  more  expensive 
alternatives. 

We  literally  spawned  a  wave  of  economic  discrimination  that 
ironically  hurt  those  who  needed  credit  the  most. 

We  also  discovered  that  the  true  cost  of  money  was  passed  on  to 
the  consumer  in  a  much  more  indirect  and  certainly  not  disclosed 
fashion. 

In  fact,  we  found  that  in  California  the  cash  purchase  customer 
was  subsidizing  the  losses  in  retail  credit  through  higher  prices. 

As  I  stated,  the  premise  of  California  consumer  protections  is 
based  firmly  on  the  fact  of  full  and  complete  disclosure.  This 
hidden,  yet  understandable,  pricing  practice  by  retailers  made 
somewhat  of  a  mockery  of  our  full  disclosure. 

If  a  retailer  loses  $1  or  $100  on  each  credit  transaction,  he  or  she 
can't  make  that  up  in  volume.  They  must  raise  prices  to  compen- 
sate somwhere  and  somehow.  Thus,  the  cash  customer  was  paying 
higher  prices,  beyond  the  worth  and  value  of  the  actual  goods. 
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I  also  want  to  dispel  the  notion  that  this  measure,  or  any  deregu- 
lation bill,  is  simply  an  effort  to  benefit  large  banks  or  financial 
institutions. 

On  the  contrary,  we  moved  aggressively  in  California  because  we 
found  the  disadvantage  fell  disportionately  on  the  backs  of  the 
small  retailer. 

We  in  public  life  and  the  press  always  banter  about  the  impor- 
tance of  prime  rate  as  a  benchmark,  yet  most  California  small 
retailers  only  see  the  word  "prime"  on  a  piece  of  good  meat. 

These  small  businessmen  and  women  often  have  to  borrow  at 
two  to  three  points  above  the  prime  rate  and  find  themselves 
paying  22  or  25  percent  for  their  money,  yet  are  limited  to  a  return 
of  only  18  percent  by  California  usury  laws. 

This  led  to  another  phenomenon  that  I  predict  will  happen  na- 
tionwide if  we  don't  act  swiftly,  and  that  is  large  banks  will  corner 
all  the  credit  transactions  through  their  charge  card  operations. 

On  the  surface,  that  may  not  sound  too  threatening,  but  we  also 
unearthed  another  hidden  cost  to  the  consumer  in  this  process.  In 
our  State,  retailers  were  asked  to  pay  6  to  10  percent  additional 
markdown  to  the  credit  card  companies  for  using  their  service, 
which  ultimately  means  the  cost  of  goods  to  the  consumer  must  be 
increased  by  a  like  amount  in  an  undisclosed  manner  just  to  offset 
this  expense. 

BANK   CREDIT  CARDS   UNREGULATED 

Additionally,  in  California,  bank  credit  cards  are  unregulated  so 
they  would,  and  did,  charge  higher  rates,  because  there  was  no 
competition  from  retailers  who  would  offer  lower  rates  simply  be- 
cause they  do  not  need  to  make  a  profit  off  their  credit  operation 
and  would  provide  more  favorable  rates  because  it  was  a  marketing 
tool  to  attract  customers. 

Indeed,  the  real  thrust  of  stringent  usury  laws  is  to  unfairly 
impact  small  business  people  and  threaten  their  very  existence  or, 
at  the  very  least,  force  them  to  totally  deed  all  credit  operation  to  a 
few  large  financial  institutions,  something  we  in  California  found 
totally  unacceptable. 

As  a  beginning  step  in  dealing  with  this  problem  in  California,  I 
successfully  authored  legislation  last  year  that  may  ultimately  lead 
to  the  elimination  of  rate  ceilings  in  consumer  credit  transactions 
involving  consumer  goods  and  services. 

My  bill,  AB  3371,  increases  the  maximum  finance  charge  which 
may  be  imposed  on  retail  installment  contracts  and  accounts. 

Under  preexisting  law,  the  maximum  finance  charge  which  may 
be  imposed  on  a  retail  installment  contract  in  California,  deter- 
mined by  the  precomputed  basis,  is  5/6ths  of  1  percent  on  the  first 
$1,000  plus  2/3rds  of  1  percent  on  that  above  $1,000;  and  on  a  retail 
installment  account  in  California,  up  to  1  1/2  percent  on  the  first 
$1,000  and  1  percent  on  that  over  $1000,  computed  on  the  outstand- 
ing balances  from  month  to  month. 

AB  337 1 ,  which  is  now  law  in  California,  increases  these 
amounts,  respectively,  to  ll/12ths  of  1  percent  and  1.6  percent  on 
the  first  $1,000,  for  a  period  of  15  months,  after  which  time  the  law 
reverts  to  the  existing  ceilings  unless  the  legislature  acts  different- 
ly in  the  meantime. 
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I  believe  title  III  is  necessary  for  dealing  with  the  elimination  of 
consumer  usury  ceilings.  Enactment  of  title  III  would  permit  the 
boards  of  directors  of  individual  Federal  credit  unions  to  determine 
what  rate  of  interest  would  be  most  appropriate  to  meet  the  bor- 
rowing needs  of  their  members,  unhampered  by  an  artificial  ceiling 
dictated  by  statute. 

I  must  agree  with  the  views  expressed  before  this  subcommittee 
by  the  National  Association  of  Federal  Credit  Unions  that  it  makes 
infinite  sense  for  the  Congress  to  begin  by  eliminating  the  one 
consumer  usury  ceiling  that  is  within  its  own  exclusive  jurisdiction. 

In  closing,  let  me  say  that,  with  all  due  respect  to  my  fellow 
Americans  in  Arkansas,  there  has  been  too  much  emphasis  placed 
upon  their  unique  problems  and  a  tendency  to  portray  it  as  only  an 
isolated  problem  of  one  area  verus  a  national  dilemma. 

Hailing  from  this  country's  largest  State,  I  want  to  tell  you  the 
problem  is  just  as  real  and  almost  as  dramatic  in  California  as  it  is 
in  Arkansas  or  any  other  State  with  an  outdated  usury  law. 

This  is  a  national  problem  that  does  not  begin  or  end  at  the 
Arkansas  or  California  borders.  It  must  be  answered  by  a  national 
law. 

I  firmly  believe  that  restrictive  rate  ceilings  do  not  really  "pro- 
tect" consumers,  but,  rather,  two  undesirable  effects  occur: 

One,  restricted  credit  availability,  especially  among  higher  risk 
applicants;  and 

Two,  higher  cash  prices  for  merchandise  sold  on  credit  to  offset 
losses  on  credit. 

Any  interest  rate  ceiling  at  all  is  destined  to  become  obsolete 
because  of  rapidly  escalating  costs  in  all  areas — cost  of  borrowed 
funds,  payroll,  bad  debts,  and  collection,  postage,  equipment,  et 
cetera. 

A  lowering  of  prime  rates — or  money  cost — may  bring  a  tempo- 
rary respite,  but  it  does  not  eliminate  the  long-range  problem 
presented  by  ever-increasing  costs  in  all  areas  of  credit  operations. 

The  only  long  range,  permanent  solution  is  to  foster  competition 
among  credit  grantors,  fully  inform  consumers  of  the  true  cost  of 
credit — without  burying  part  of  the  cost  in  higher  merchandise 
prices — and  let  market  conditions  alone  determine  the  rates  of 
charge  to  be  imposed.  Rate  ceilings — of  any  kind — are  doomed  to 
create  problems,  eventually  causing  a  continual  need  to  reevaluate 
and  rehash  old  arguments. 

The  marketplace  can  work — if  allowed  to — and  consumers  can 
choose  for  themselves  whether  or  not  the  cost  of  a  credit  service  is 
worth  the  price — unless  that  cost  is  buried  in  the  price  of  the 
merchandise. 

In  my  mind,  the  remedy  to  this  and  even  more  acute  problems 
within  our  retail  credit  system  rest  with  Senator  Lugar's  S.  1406. 
And  I  urge  your  immediate  passage  of  the  measure. 

Senator  Lugar.  Thank  you  very  much,  Assemblyman  Young. 

I  would  now  like  to  call  upon  Ms.  Smith.  Would  you  please 
testify? 

Ms.  Smith.  Mr.  Chairman,  thank  you  for  this  opportunity  to 
appear  before  this  subcommittee. 

My  name  is  Kathy  Smith.  I  am  speaking  on  behalf  of  the  Ameri- 
can Conference  of  Uniform  Consumer  Credit  Code  States,  as  chair- 


D,g,t,zedbyG00gIe 


556 

man  of  its  legal  committee  and  also  for  the  South  Carolina  Depart- 
ment of  Consumer  Affairs  as  counsel  to  the  administrator. 

The  department  of  consumer  affairs,  among  other  things,  admin- 
isters and  enforces  the  South  Carolina  Consumer  Protection  Code, 
South  Carolina's  version  of  the  Uniform  Consumer  Credit  Code. 

The  conference  currently  is  made  up  of  eleven  States  that  have 
adopted  the  Uniform  Consumer  Credit  Code,  which  I  will  refer  to 
as  the  UCCC — Colorado,  Idaho,  Indiana,  Iowa,  Kansas,  Maine, 
Oklahoma,  South  Carolina,  Utah,  Wisconsin,  and  Wyoming.  We 
expect  the  conference  to  grow  as  more  States  adopt  the  UCCC,  if 
Congress  does  not  further  preempt  consumer  credit  laws. 

Usurpation  of  a  State's  power  to  regulate  credit  through  preemp- 
tion lessens  a  State's  incentive  to  modernize  its  credit  laws.  Since 
this  is  a  brief  summary,  we  request  that  our  full  written  statement 
submitted  earlier  be  placed  in  the  record. 

Senator  Lugar.  Without  objection,  so  ordered. 

Ms.  Smith.  We  oppose  both  S.  1406  and  S.  963.  I  will  focus  on  the 
consumer  credit  provisions  in  title  II  of  S.  1406  because  it  contains 
the  more  sweeping  Federal  preemption  of  State  consumer  credit 
laws. 

INTRUSION  BY  THE   FEDERAL  GOVERNMENT 

First,  we  are  opposed  because  Federal  preemption  of  State  con- 
sumer credit  laws  is  an  intrusion  by  the  Federal  Government  into 
an  area  traditionally  and  better  left  to  the  States.  The  code  States 
all  have  a  version  of  the  UCCC,  which  is  a  carefully  balanced  code 
drafted  by  the  National  Conference  of  Commissioners  on  Uniform 
State  Laws.  Each  State  has  tailored  the  UCCC  to  its  own  special 
needs  while  maintaining  a  degree  of  uniformity  among  them. 
UCCC  has  a  relatively  high  rate  ceiling  on  finance  charges — 36 
percent  on  small  loans— to  permit  credit  to  be  legally  available  to 
high-risk  consumers  while  allowing  competition  for  the  more  cred- 
itworthy consumer  below  the  rate  ceiling. 

One  of  the  four  assumptions  on  which  the  UCCC  is  based  is 
stated  in  the  regulatory  language  as  follows:  "For  competition  ef- 
fectively to  determine  the  pricing  of  money  and  credit  requires  for 
the  protection  of  less  knowledgeable  and  less  sophisticated  credit 
recipients  ceilings  on  the  price  of  credit,  restrictions  on  creditors' 
rights  and  remedies,  and  enhancement  of  debtors'  rights  and  reme- 
dies sufficient  to  prevent  overreaching  by  creditors  without  unduly 
limiting  the  availability  of  credit." 

Limitations  on  rates  and  charges  are  carefully  balanced  with  the 
availability  of  rights  and  remedies  to  both  consumers  and  creditors 
in  the  UCCC.  Tampering  with  rates  and  charges  invariably  affects 
rights  and  remedies. 

The  National  Conference  of  Commissioners  on  Uniform  State 
Laws  said  in  1969  that 

The  provisions  in  the  UCCC  governing  ease  or  entry  into  the  market,  uniform 
disclosure  of  costs  and  terms,  rate  ceilings,  restriction  of  creditors'  rights  and 
remedies,  enlargement  of  debtors'  rights  and  remedies,  and  powers  granted  to  the 
administrator  of  consumer  credit  are  so  inextricably  interrelated  that  any  substan- 
tial change  in  one  area  requires  a  major  review  of  the  balance  struck  in  all  other 
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This  acknowledgment  of  the  interrelationship  between  rates  and 
charges  on  the  one  hand  and  rights  and  remedies  on  the  other  was 
echoed  by  the  National  Commission  on  Consumer  Finance  in  its 
report  to  Congress  in  December  1972.  That  Commission  was  cre- 
ated by  Congress  in  the  Consumer  Credit  Protection  Act  to  study 
and  appraise  the  functioning  and  structure  of  the  consumer  fi- 
nance industry  as  well  as  consumer  credit  transactions  generally. 

We  submit  that  the  code  States  are  regulating  consumer  credit 
in  a  way  that  is  fair  to  both  consumers  and  creditors  and  that  this 
regulation  is  working.  To  preempt  the  UCCC  and  upset  the  delicate 
balance  in  our  State  would  destroy  our  ability  to  regulate  consum- 
er credit. 

While  S.  1406  is  apparently  intended  to  be  a  limited  preemption, 
it  is  not  so  drafted.  It  is  almost  total  preemption,  and  what  little 
would  be  left  of  State  laws  is  so  minor  that  to  pretend  to  regulate 
after  the  preemption  would  be  only  a  sham. 

The  definition  of  "covered  charges"  which  are  preempted  is  so 
broad  that  it  covers  every  conceivable  kind  of  charge  in  any  way 
connected  with  the  transaction,  no  matter  to  whom  paid — not  only 
finance  charges  but  insurance  charges,  prepayment  penalty 
charges,  deferral  charges,  and  many  additional  charges.  The  only 
category  of  charges  that  is  free  from  preemption  is  for  default, 
which  includes  very  few  charges  under  the  UCCC. 

The  provision  to  preserve  licensing  is  only  a  mirage.  First,  under 
the  UCCC,  most  creditors  need  not  be  licensed  at  all.  S.  1406  would 
allow  these  creditors  to  make  any  charges  whatsoever,  and  the 
code  States  would  be  powerless  to  supervise  them. 

Second,  even  for  those  obtaining  a  license,  there  would  be  very 
little  left  for  the  regulatory  agencies  to  supervise,  because  most  of 
the  substantive  consumer  protections  in  the  UCCC  are  charge- 
related.  No  doubt  the  time  that  is  currently  needed  for  supervision 
of  creditors  would  be  taken  up  answering  consumer  complaints 
about  charges  and  practices  that  would  develop  after  State  laws 
were  preempted.  The  preemption  would  leave  us  no  authority  to 
resolve  such  complaints. 

Although  there  is  supposedly  the  opportunity  for  States  to  over- 
ride Federal  preemption,  this  part  of  S.  1406  is  illusory  as  well. 
Override,  itself,  is  a  cumbersome,  demanding  process.  The  majority 
of  code  States  have  already  overridden  Federal  preemption.  For 
example,  South  Carolina,  has  twice  in  the  last  year  and  a  half  but 
will  be  required  to  do  so  yet  again.  How  many  times  must  a  State 
reassert  its  power  before  it  gives  in  to  the  inevitable  Federal  take- 
over? 

Even  when  a  State  successfully  overrides,  there  will  invariably 
be  a  period  of  preemption,  resulting  in  chaos  in  the  credit  market- 
place. During  that  period,  variable  rate  transactions  entered  into 
prior  to  preemption  can  nonetheless  vary  without  regard  to  State 
law  after  preemption.  Worse  yet,  even  after  override,  preemption 
continues  for  open  end  credit  for  18  months. 

Next,  we  believe  that  the  premise  on  which  this  bill  is  based  is 
false.  It  is  argued  by  some  that  a  cause  of  our  current  economic 
predicament  is  low  rate  ceilings.  We  submit  that  the  cause  is  high 
rates,  not  the  fact  that  ceilings  exist  or  not. 
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My  State  of  South  Carolina  is  a  good  example.  We  regulate 
consumer  credit  under  the  UCCC  with  rate  ceilings  and  other 
restrictions  on  charges,  yet  consumer  credit  has  expanded  every 
year  under  the  UCCC.  The  number  of  licensed  supervised  lenders 
has  increased  every  year.  This  is  in  direct  contrast  to  what  is 
happening  in  the  home  financing  market.  Even  before  preemption 
of  State  laws  governing  rates  on  first  mortgage  home  loans  under 
the  Federal  Deregulation  Act,  in  1979,  South  Carolina  completely 
removed  rate  ceilings  on  such  loans. 

But  look  what  happened.  Home  financing  in  South  Carolina  has 
fallen  off  dramatically  since  1979,  and  certainly  not  because  rate 
ceilings  are  too  low.  There  are  none.  At  some  point,  consumers 
cannot  or  will  not  finance  purchases  because  the  rates  themselves 
are  too  high. 

IMPACT  OF  PREEMPTED  CONSUMER  CREDIT  LAWS 

Finally,  we  believe  that  everyone  would  lose  if  Congress  preempt- 
ed State  consumer  credit  laws.  States  would  lose  their  power  and 
ability  to  regulate  consumer  credit  and  protect  their  own  consum- 
ers. Consumers  would  lose  the  protection  they  enjoy  under  modern 
laws  like  the  UCCC  and  would  once  again  become  victims  of  loan 
sharking  and  other  types  of  overreaching  by  some  creditors.  Credi- 
tors would  lose  the  ability  to  work  with  local  legislatures  and 
regulators  to  iron  out  problems  that  develop  in  local  markets  and 
would  probably  once  again  earn  a  reputation  for  gouging  and  gim- 
mickry which  brought  about  so  much  consumer  credit  legislation 
in  the  first  place. 

Consumers  would  then  look  to  Congress  for  help.  And  when  they 
do,  you  will  be  faced  with  a  choice  of  passing  comprehensive  legis- 
lation covering  all  aspects  of  consumer  credit,  much  like  a  Federal 
UCCC,  with  a  resulting  new  Federal  bureaucracy  or  returning  the 
power  to  regulate  consumer  credit  to  the  States  where  it  is  now. 

For  these  reasons,  we  respectfully  oppose  S.   1406  and  S.  963. 

I  will  be  happy  to  try  to  answer  any  question  you  have.  Thank 
you. 

[Complete  statement  follows:] 
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AMERICAN  CONFERENCE  OF  UNIFORM  CONSIIKF.B  CREDIT  CODE  STATES 

"To  achieve  cooperation  among   UCCC  Administrators" 

ACUCCCS  -  Founded  1972 


R  E  S  0  I   U  T  I  0  N 


WIIEKKA.S,  Title  V  of  the  Depository  Institutions  Deregulation  and  Mone- 
tary Control  Act  of  1980  (Public  Law  96-221  as  amended)  preempts  State 
laws  limiting  rates  and  charges  on  certain  consumer  credit  transactions 
including  the  Uniform  Consumer  Credit  Code;  and 

WHEREAS,  the  American  Conference  of  Uniform  Consumer  Credit  Code 
States  resolved  on  May  19,  1980  in  Resolution  1-80  that  it  reaffirms  its 
support  of  the  Uniform  Consumer  Credit  Code  as  adopted  by  the  various 
States,  including  its  provisions  on  rales  and  charges  and  limitations  on 
agreements  and  practices,  as  the  proper  approach  to  assuring  an  adequate 
supply  of  consumer  credit  and  specifically  declares  that  Federal  legis- 
lation in  this  area  is  undesiratle,  unnecessary  and  has,  in  many  cases, 
resulted  in  the  preemption  of  StaLe  laws  more  responsive  to  the  needs  ol 
the  citizens  of  the  individual  States;  and 

WHEREAS,  the  American  Coi: 
also  urged  in  Resolution 
no  further  preoption  of 


statutes;  and 

WHEREAS,  The  American  Conference  of  Uniform  Credit  Code  States  also 
resolved  in  Resolution  1-80  that  it  urge  the  individual  states  to 
promptly  review  their  States'  statutes  preempted  by  P.L.  96-221  and  seek 
to  override  the  preemptive  effects  where  it  was  determined  to  be  de- 
sirable to  demonstrate  to  the  Congress  that  future  preemption  of  State 
Consumer  Credit  Laws  is  unnecessary  in  that  the  States  are  capable  of, 
and  in  favor  of,  regulatory  reform  to  respond  to  changing  conditions  of 
the  consumer  credit  field;   and 

WHEREAS,  Representative  LaFalce  introduced  II. R.  2501  on  March  12,  1981 
which  was  referred  to  the  House  Committee  on  Banking,  Finance  and  Urban 
Affairs  and  which  would,  among  other  things,  preempt  State  laws  in- 
cluding the  Uniform  Consumer  Credit  Code  "expressly  limiting  the  nature, 

charges  or  fee  [sic|"  which  may  be  charged;  and 

WHEREAS,  U.K.  2501  would  not  only  preempt  all  maximum  finance  charge 
rates  in  the  Uniform  Consumer  Credit  Code  but  could  be  interpreted  to 
preenpt  all  limitations  on  Other  charges  and  fees  including  late 
charges,  delault  charges,  attorney's  fees,  deferral  fees,  and  additional 
charges  including  insurance  charges,  closing  costs,  official  fees,  and 
fees  for  open-end  credit  plans,  as  well  as  restrictions  on  methods  of 
rebate  of  unearned  finance  charges;  and 
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WifEHKAS,  lue  majority  of  Code  Slates  have  already  overridden  Title  V  of 
P.L.  46-221  as  amended  or  have  at  least  introduced  legislation  to  do  10 
along  with  other  Slates  that  are  not  nemben  of  the  Conference;   and 

WHEREAS,  the  majority  of  Code  Slates  as  well  as  many  other  States  have 
JMemled  their  credit  laws  to  update  them  in  response  to  the  current 
economic  conditions  with  particular  attention  to  real  estate  trans- 
actions, demonstrating  the  States' ability  to  act  when  necessary. 

NOW,  THEREFORE,  BE  IT  RESOLVED  by  the  American  Conference  of  Uniform 
Consumer  Credit  Code  States  that  the  Conference  once  again  reaffirms  its 
support  of  the  Uniform  Consumer  Credit  Code  as  adopted  by  the  various 
Slates;  and 

HE  IT  FURTHER  RESOLVED  Lhai  the  American  Conference  of  Uniform  Consumer 
Credit  Code  States  urges  the  United  States  Congress  to  reject  H.fi.  2501 
and  any  other  similar  legislation  that  would  preempt  any  part  of  the 
Uniform  Consuaer  Credit  Code;  and 

HE  IT  FURTHER  RESOLVED  that  a  copy  of  this  resolution  shall  be  sent  to 
the  Congressional  delegation  of  each  Code  Slate,  to  members  of  the 
legislature  of  each  Code  State,  and  to  the  President  of  the  National 
Association  of  Consumer  Credit  Administrators. 
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Senator  Ll'Gak.  Thank  you  very  much.  Ms.  Smith. 

May  I  ask  you,  because  you  noted  in  your  testimony,  and  I  quote: 
"Left  to  regulate  this  area,  more  States  would  enact  the  UCCC" 
But  is  it  not  a  fact  that  only  11  States  have  enacted  all  or  part  of 
the  UCCC  in  the  past  13  years,  and  what  leads  you  to  believe  that 
more  States  are  likely  to  embrace  the  UCCC  in  the  next  few  years? 
How  could  we  hope  to  get  some  kind  of  a  broader  comprehensive 
through  that  route? 

ADDITIONAL  STATES   INTERESTED  IN   UCCC 

Ms.  Smith.  First,  you  are  exactly  right.  It  is  11  States  that  now 
have  basically  the  UCCC.  There  are  other  States  that  have  provi- 
sions from  the  UCCC,  and  it  was  the  basis  for  some  Federal  regula- 
tions that  we  had  as  well. 

We  think  that  other  States  would  be  interested  because  we  have 
gotten  inquiries  from  other  States.  We  know,  at  least  right  now, 
Minnesota  has  a  bill  that  would  enact  the  UCCC  in  that  State.  But 
over  the  last  year  and  a  half  when  we  have  had  what  seems  to  us 
like  a  steamroller  of  Federal  preemption,  the  States  are  naturally 
reluctant  to  do  something  this  comprehensive  only  with  the 
thought  that  they  may  find  all  of  their  work  undone  by  a  sweeping 
Federal  preemption  such  as  S.  1406. 

We  believe  that  left  alone,  they  would  do — like  many  of  them 
have  done  in  the  housing  area  over  the  last  few  months — and  that 
is,  modernize,  upgrade  their  laws. 

Senator  Lugar  I  think  you  make  a  good  point  that,  given  the 
number  of  Federal  preemptions,  that  States  might  be  reluctant  to 
move  comprehensively,  wondering  when  another  law  like  S.  1406 
or  whatever  else  we  are  talking  about  today  might  strike.  But  at 
the  same  time,  how  do  you  help  the  committee  with  the  common- 
sense  problem  that  I  would  raise  with  both  you  and  Representative 
Begin,  that  with  interest  rates  on  deposits  being  phased  out  under 
Federal  mandate — however  we  came  to  that  point  on  the  liability 
side  but  it  appears  that  the  asset  side  is  still  restrained  in  a 
complicated  fashion.  Not  by  the  Federal  Government,  but  by  the 
States. 

We  have  noted,  and  you  have,  that  mortgage  rates  have  been 
preempted  by  the  Federal  Government  and  agricultural  and  busi- 
ness loans.  We  are  finally  down  now  to  talking  about  consumer 
loans,  essentially.  You  make  a  point — and  I  think  many  have,  and 
all  of  you  have  in  your  way  eloquently — that  federalism  implies 
active  and  vigorous  State  governments — executives,  legislatures, 
and  what  have  you. 

I  suppose  logically  you  could  say — granted,  all  of  the  premises  of 
my  question— maybe  all  of  these  things  should  not  have  occurred. 
Maybe  we  would  be  better  off  in  fact  if  at  the  State  level  we  were 
still  regulating  antitrust  rates  and  assets  and  liabilities.  But  we  are 
not. 

So  given  that  texture,  why  do  you  feel  that  States'  rights  ought 
to  be  asserted  so  strongly  in  this  consumer  area  that  remains, 
given  the  texture  of  all  of  the  rest  of  the  assets  and  liabilities  that  I 
have  described?  Would  you  comment  on  that,  and  then  Representa- 
tive Begin? 
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the  people,  the  people  in  1979  voted  to  deregulate — by  a  vote  of  the 
people,  to  vote  for  higher  interest  rates.  We  deregulated  through  a 
vote  of  the  people  and  I  think  the  legislature  would  follow  suit. 
And  if  we  have  deregulated  rates  as  far  as  the  cost  of  money  in 
California,  I  think  it  will  put  us  at  a  competitive  advantage,  and 
certainly  other  States  at  a  disadvantage.  I  come  forward  today 
recognizing  it  is  a  national  problem,  one  that  even  though  I  am 
confident  California  will  deal  with  it,  I  think  that  it  is  one  that 
should  be  dealt  with  again  from  border  to  border. 

Senator  Lugar.  Let  me  ask  from  the  experience  of  each  of  you, 
how  you  would  comment  on  the  testimony  we  received  the  other 
day  from  a  representative  of  VISA  credit  card  regarding  their 
situation.  My  understanding  from  his  testimony  is  that  there  were 
as  many  as  64,500,000  VISA  cards  presently  in  circulation.  I  have 
no  idea  how  many  other  credit  cards  are  in  circulation,  but  that 
was  an  impressive  figure. 

The  point  that  he  made  in  his  testimony  was  that  regardless  of 
the  usury  law  that  the  State  may  have  in  the  State  in  which  you 
are  located,  if  you  happen  to  have  one  of  these  cards  in  hand  and  it 
is  honored  by  a  merchant  or  a  restaurant  or  what  have  you,  you 
can  use  it.  And  therefore,  the  only  limits  that  apply  are  the  ones 
that  are  being  applied  essentially  by  VISA. 

If,  in  fact,  credit  is  now  flowing  in  this  sort  of  a  way,  in  direct 
answer  to  questions  of  the  committee,  he  indicated  that  if,  in  fact, 
one  State  of  the  Union  had  deregulated  credit,  VISA  could  locate 
there  and  in  essence,  the  64,500,000  are  liberated  of  all  usury 
statutes.  Given  this  kind  of  a  situation,  how  relevant  are  State 
usury  ceilings? 

Maybe  from  the  experience  as  you  pointed  out,  each  State  is  very 
different  in  terms  of  its  pattern,  the  nature  of  its  commerce.  But 
given  the  flow  in  that  sort  of  a  way,  really  what  are  we  dealing 
with  here.  Would  you  make  a  comment,  please? 

Ms.  Smith.  I  would  be  happy  to.  It  is  a  very  good  point  that  you 
make,  and,  of  course,  we  are  concerned  with  the  effect  of  national 
banks  being  able  to  export  their  rates.  However,  we  feel  like  in 
South  Carolina,  where  we  regulate  in-State  banks,  that  if  we 
have— and  we  can  provide  competition  in  our  State,  and  let  me 
point  out  here,  we  have  a  24-percent  ceiling  on  all  revolving  credit 
whether  it  is  by  bank  or  a  furniture  store.  It  is  all  the  same.  But 
we  have  competition  in  South  Carolina  that  brings  the  rate  down. 

I  don't  know  of  anyone  who  is  charging  the  maximum  of  24 
percent  on  a  VISA  card  in  South  Carolina.  So  what  we  see  is  a 
question  of  consumer  education.  You  educate  consumers  that  yes, 
this  bank  located  in,  let's  say.  New  York,  might  be  able  to  charge 
you  40  percent  because  there  is  no  ceiling  up  in  New  York,  but 
look  in  your  own  backyard.  You  have  banks  here  that  are  compet- 
ing with  one  another  that  are  charging  no  more  than  18  percent 
annual  percentage  rate,  and  there  are  various  fees  and  charges 
that  go  along  with  that.  Competition  is  working  to  bring  those 
rates  down  right  now. 

I  see  it  as  a  matter  of  letting  the  consumer  know  what  is  availa- 
ble and  letting  him  choose  which  bank's  VISA  card  he  would  like 
to  use. 
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Mr.  Begin.  Free  enterprise  in  the  open  marketplace  does  not 
only  exist  in  the  commercial  sector,  but  does,  I  think — is  active  and 
applies  among  States,  between  States.  And  that  is  healthy.  If  a 
State  wants  to  enact  un  realistically  low  usury  laws,  then  that  is 
their  prerogative.  They  may  be  subject  to  losing  a  financial  institu- 
tion or  a  credit  card  company  that  would  locate  there  to  a  State 
whose  usury  statutes  are  perhaps  a  little  more  liberal.  But  I  think 
that  with  free  enterprise,  it  will  reach  a  market  level  but  they  will 
tend  to  flow  to  those  States  where  it  is  more  liberal.  And  that  will 
be  an  incentive  for  the  States  to  modernize  their  laws.  And  I  think 
that  that  has  shown  true  in  other  areas. 

I  know  that  in  legislation — many  pieces  of  legislation  that  we 
consider,  and  because  in  a  small  State  like  Rhode  Island  we  do  not 
live  in  a  vacuum  and  you  can  throw  a  stone  into  Massachusetts  or 
Connecticut  from  where  I  live,  we  have  to  be  very  sensitive  to  what 
the  other  States  do.  And  I  think  all  States  feel  that  way,  so  there  is 
that  natural  competition  that  would  force  us  to  upgrade  our  laws 
and  I  think  that  would  be  just  a  very  natural  thing  for  us  to  do. 

SPREAD  AND  USAGE  OF  CREDIT  CARDS 

Mr.  Young.  As  I  testified,  I  think  one  point  that  became  abun- 
dantly clear  for  us  in  California,  the  spread  and  usage  of  credit 
cards  represents  again  an  added  cost  to  the  consumer  in  the  sense 
that  the  merchant  has  to  pay  for  that  use  in  one  way  or  the  other. 
Second,  it  also  in  our  State,  where  there  is  not  a  ceiling  on  that,  by 
forcing  people  to  do  that,  they,  in  a  way,  circumvent  whatever 
usury  laws  exist.  And  I  think  that  is  going  to  be,  again,  more 
widespread  phenomenon  that  will  happen  throughout  this  country. 

Most  of  all,  again,  the  people  who  cannot  get  the  VISA  cards 
who  go  into  a  card  dealer,  who  go  into  a  furniture  store  to  buy  a 
refrigerator  they  must  have,  typically  the  people  on  the  lower  end, 
the  moderate  income  people  to  lower  income  people  cannot  qualify 
for  a  VISA  card  and  thus  are  forced  to  go  into  the  credit  market- 
place elsewhere,  and  oftentimes  unregulated  marketplaces  where 
they  have  to  pay  again  far  higher  interest  rates.  And  tragically,  as 
we  found  in  California,  have  to  put  up  every  worldly  good  as  a 
collateral.  So  I  really  think  that  the  phenomena  of  credit  cards 
presents  some  dangers  that  can  only  be  corrected  by  allowing  the 
availability  of  credit  for  everyone  based  upon  the  true  cost  of 
money  and  their  ability  to  pay. 

Senator  Lugar.  You  have  made  an  important  distinction  here 
which  is  a  point  of  departure,  I  guess,  in  this  questioning;  that  not 
everybody  qualifies  for  a  credit  card.  And,  of  course,  some  people 
do  not  want  to  use  credit  cards.  But  then  many  people  would  like 
to  use  them  but  do  not  qualify,  as  you  pointed  out. 

So  then  we  come  back  to  the  fact  that  there  is  real  application  of 
usury  laws  to  stores,  merchants,  furniture,  automobile  dealers,  or 
what  have  you,  who  are  very  much  a  part  of  the  State.  They  are 
not  in  interstate  commerce  at  all.  What  one  witness  pointed  out 
the  other  day  in  the  colloquy  was  that  one  of  the  effects  of  usury 
ceilings  in  some  States  is  to  leave  to  the  captive  finance  companies 
for  automobile  dealers  to  make  some  subsidies  with  regard  to 
States  where  there  are  usury  limits,  and  thus  expedite  sale  of  cars 
there;  and  perhaps  to  shift  the  burden  of  the  expense  to  States 
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where  there  are  no  limits.  Now,  one  could  argue  that  in  State 
strategy,  if  you  were  clever  enough,  therefore,  to  have  very  low 
usury  ceilings,  you  could,  in  effect,  push  the  incidence  of  that  type 
of  shift  of  expense  to  some  other  State  that  the  finance  company 
would  be  subsidizing  your  people  and  not  someone  else. 

But  on  the  other  hand,  there  appear  to  be  distortions  in  this  type 
of  thing.  In  other  words,  we  found  that  automobile  finance  has  now 
flowed  away  from  local  banks  or  local  credit  situations  to  the 
national  concerns,  and  that  shift  has  been  rather  marked  over  a 
course  of  time.  At  least,  some  felt  that  one  of  the  reasons  was  the 
distortions  created  by  State  usury  laws.  Do  any  of  you  have  com- 
ments on  that  situation? 

We  have  an  important  problem  with  automobiles  and  with  furni- 
ture. There  may  be  other  items  that  come  into  this,  but  those  few 
certainly  have  been  foremost  in  many  people's  testimony. 

Mr.  Young.  We  in  California  have  come  to  recognize  that  money 
is  a  commodity.  It  has  an  intendent  cost  with  it.  It  is  foolish  and 
unrealistic  to  think  that  any  retailer  or  any  person  granting  credit 
can  borrow  money  at  21  or  22  or  23  percent,  and  then  loan  it  at  18 
percent  and  observe  that  themselves,  without  in  some  way  passing 
it  on  to  the  consumer.  And  again,  that  notion  is  incredibly  outdat- 
ed and  it  ignores  reality. 

I  think  it  is  time,  certainly  in  California,  that  we  recognize  that; 
that  there  is  a  cost  of  it  one  way  or  another  and  the  consumer  is 
going  to  pay  for  it.  We  in  Government  cannot  sit  back  and  man- 
date that  the  creditor,  those  granting  credit,  in  some  way  absorb 
this.  In  essence,  I  guess  there  are  no  free  lunches.  That  is  a  cost  of 
goods  that  must  be  passed  on  to  the  consumers.  We  think  it  should 
be  passed  on  directly  and  openly  and  disclosed,  not  through  higher 
prices  in  other  States.  Not  through  some  other  fashion  or  some 
other  manner.  It  should  be  done  directly  so  that  the  consumer 
knows  precisely  what  they  are  paying  for.  Indeed,  money  costs 
money  and  we  should  stop  artificially  trying  to  restrict  its  value 
below  what  its  true  worth  is. 

Mr.  Begin.  I  have  no  specific  comment  with  regard  to  your 
statement.  I  can  say  that  in  my  experience  in  my  State,  we  have 
not  experienced  that  kind  of  a  situation.  I  can  just  make  a  com- 
ment about  what  the  Senator  from  California  says.  I  wholehearted- 
ly agree  that  that  kind  of  a  situation  is  something  maybe  the 
California  legislature  should  deal  with.  The  California  legislature, 
and  not  Washington. 

Senator  Lugar.  Ms.  Smith? 

Ms.  Smith.  Yes.  I  will  make  one  brief  comment  here,  although  I 
am  not  aware  of  any  dislocation,  as  you  speak  of,  in  South  Caroli- 
na. As  far  as  I  know,  we  are  financing  cars,  furniture,  everything 
locally. 

I  would  just  like  to  say  from  the  extremes  between  Arkansas 
with  its  10  percent  ceiling  and  California  perhaps  with  no  ceiling, 
we  are  not  saying  that  one  State  or  the  other  is  right  or  wrong.  I 
suppose  we  are  somewhere  in  the  middle.  We  just  think  it  is 
something  that  the  States  can  respond  to  themselves  and  that  they 
will. 
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DEBEGLXATION   OF    INTEREST   LED  TO   MLEMHA 

Senator  Lugab.  Let  me  ask  one  final  question.  Clearly  the  dereg- 
ulation of  the  deposit  side  of  how  much  interest  units  can  pay  has 
led  to  a  dilemma  of  sorts,  because  savings  and  loans,  credit  unions 
and  others  are,  of  course,  attempting  to  pay  a  competitive  rate  of 
interest  to  gain  deposits,  and  they  also,  of  course,  are  trying  to 
charge  enough  on  their  loans  to  pull  themselves  up  by  their  boot- 
straps. Now,  one  could  say,  I  suppose,  and  this  would  be  comforting 
to  this  committee,  that  whether  savings  and  loans  fail  by  the  tens 
or  the  hundreds  is  a  local  problem,  a  State  problem;  or  that  credit 
unions — it  should  be  handled  by  the  State  legislatures. 

By  and  large,  most  people  are  not  saying  that.  They  are  saying, 
as  a  matter  of  fact,  we  have  a  national  dilemma  here.  And  to  the 
extent  that  by  congressional  activities  and  the  ongoing  regulation 
that  we  have  forced  people  into  more  and  more  of  a  bind  and  failed 
to  give  them  relief  on  the  asset  side.  We  are  perpetuating  that 
problem  that  finally  comes  to  haunt  all  of  us  and  finds  its  place  for 
resolution  at  the  Federal  level. 

What  do  any  of  you  have  to  say  with  regard  to  that  dilemma?  It 
is  a  form  and  variation  of  the  first  question;  that  is,  how  do  you 
deregulate  the  asset  side  and  not  the  liability?  But  at  the  same 
time,  it  tries  to  address  a  little  bit  as  to  why  this  is  a  state  or 
federal  problem,  and  we  are  wrestling  with  that,  obviously,  in  this 
whole  concept  of  S.  1406. 

Mr.  Begin.  It  is  a  good  question.  Senator.  I  think,  as  you  have 
pointed  out,  the  thrift  industry  is  facing  some  very  severe  times 
now.  The  losses  are  incredible.  All  of  us  are  quite  aware  of  that.  I 
would  wonder,  I  would  question,  was  Congress  thinking  about  that? 
Would  they  have  the  foresight  to  consider  that  when  they  deregu- 
lated the  liability  side  of  the  balance  sheet? 

There  is  a  concern  about  the  asset  side  being  stuck  with  a  low- 
yielding  portfolio  for  mortgages  or  whatever,  and  it  is  some!"  " 
that  Congress,  I  would  assume,  I  would  hope,  did  give  some  co 
©ration.  It  almost  sounds  as  though  the  logic  is  that  Congress  £ 
because  they  took  the  initiative  in  the  first  place  to  deregulate  the 
liability  side,  and  one  may  question  the  prudence  of  that,  but  that 
justifies  the  continued  preemption  or  entry  into  the  regulating  of 
the  financial  institution  industry. 

Perhaps  it  might  be  worth  considering  as  a  savior  for  the  thrift 
industry  to  review  the  phaseout  period  and  perhaps  extend  it  a  few 
more  years.  I  know  that  would  be  very  controversial,  but  there 
may  be  solutions  that  can  be  reached  with  the  legislation  that  was 
passed  last  year  to  deal  with  the  problem,  without  using  that  first 
action  as  a  means  of  justifying  the  continued  preemption  with 
interference  by  the  Federal  Government  in  the  dual  banking 
system. 

Senator  Lugar.  That  is  an  important  comment.  I  suppose  the 
dilemma,  having  sat  through  a  number  of  these  dilemmas,  is  that 
many  people  who  have  been  saving  for  a  while,  wanted  more 
money,  of  interest  on  their  savings — there  was  a  rather  strong 
feeling,  and  as  a  matter  of  fact  it  was  expressed  by  people  going 
into  the  money  market  funds  and  various  other  avenues  totally 
outside  of  what  we  have  been  talking  about.  Whatever  the  Con- 
gress might  have  designed,  I  am  not  sure  you  can  put  the  genie 
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back  in  the  bottle  again.  There  is  a  desire  on  the  part  of  people 
who  are  saving  in  the  country  to  get  a  fair  return  on  their  money. 

If  we  started  up  from  zero  again,  convinced  savers  that  they 
ought  to  be  satisfied  with  5V4 

Mr.  Begin.  I  am  as  concerned  as  you  are  about  the  consumers. 
But  who  was  it  that  began  the  regulation  of  the  financial  industry 
to  begin  with?  It  was  the  government  that  began  to  regulate  the 
financial  institution  industry,  and  certainly  they  should  be  as  con- 
siderate about  the  saving  of  those  thrift  industries,  the  different 
types  of  industries,  so  that  they  do  survive  during  this  deregulatory 
process. 

Senator  Lugar.  That  is  a  good  point.  It  is  long  history  as  to  how 
it  all  started,  and  I  suppose  it  preceded  our  legislative  lives.  Maybe 
our  physical  lives. 

Mr.  Young.  I  just  want  to  say  in  regard  to  that  point,  that  the 
step  that  was  taken  by  Congress  as  far  as  the  deregulation  process 
one-sided  the  balance  sheet,  really  it  brought  us  into  reality.  It 
ignored  the  world  facts  and  it  ignored  again  what  was  happening 
from  an  economic  standpoint,  not  just  in  America  but  in  the  world. 
And  I  think  again  we  are  always — we  want  to  argue  situational 
ethics  and  come  forth  and  rail  for  States'  rights,  until  it  is  appro- 
priate and  convenient  for  us  to  have  the  Federal  preemption. 

And  I  think  again  in  this  regard,  we  have  started  the  process  in 
a  process  that  again  recognizes  what  happens  in  the  world  to  not 
finish  it  by  going  ahead  with  S.  1406.  Literally  it  leaves  us  in  the 
middle  of  some  kind  of  a  quandary,  and  I  think  that  the  direction 
must  be  forward  with  a  recognition  of  worldwide  monetary  flow  of 
money. 

And  again,  I  want  to  conclude  by  stressing  I  consider  that  money 
is  a  commodity  that  flows  through  from  State  to  State,  and  indeed, 
constitutionally,  it  is  an  obligation  and  responsibility  of  this  Con- 
gress to  regulate  and  to  govern  the  flow  of  that,  and  for  that 
certainly  I  think  that  is,  if  nothing  else,  a  sound  thesis  for  trying  to 
deregulate  retail  credit. 

Senator  Lugar.  Ms.  Smith,  do  you  have  a  final  word? 

Ms.  Smith.  Yes,  please.  I  can  appreciate  your  dilemma.  On  the 
other  hand,  I  am  not  aware  of  our  institutions  failing  in  South 
Carolina.  Now,  we  are  not  closing  our  eyes  and  just  saying  we  will 
stick  with  what  law  we  have.  We  are  always  looking  at  ways  to 
improve  it.  That  is  one  of  the  goals  of  the  UCCC.  But  we  do  not  see 
why  what  we  believe  is  a  good  law,  like  ours,  why  it  should  be 
dragged  down  because  of  some  problems  that  may  be  occurring  far 
from  us. 

I  would  like  to  close,  if  we  are  closing  now,  with  the  final  point 
that  what  we  are  talking  about  here  in  S.  1406  I  think  is  that  it  is 
intended  to  do  one  thing,  but  that  it  has  some  unforeseen  effects. 
We  are  very,  very  concerned  with  that,  even  though  we  are  talking 
about  rates  here  and  rate  ceilings.  S.  1406  covers  everything,  rate 
ceilings  and  preempting  those,  I  think,  is  bad  enough.  But  to  go  the 
further  step  and  preempt  everything  that  goes  along  with  it  just 
destroys  a  very  carefully  written  law  like  the  UCCC. 

Senator  Lugar.  Thank  you  very  much.  We  appreciate  all  three 
of  you  coming.  You  make  up  a  very  stimulating  panel  and  we  are 
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grateful  for  your  moving  right  along  with  the  dialog,  thinking 

along  with  us. 
This  concludes  our  third  day  of  hearing  on  S.  1406  and  S.  963. 

The  hearing  is  recessed. 
[Whereupon,  at  12:16  p.m.,  the  hearing  was  adjourned.] 
[Additional  material  received  for  the  record  follows:] 
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OF 

G.  ALAN  STEUBER,  PRESIDENT, 

PHULEASE,  INC. 

A  SUBSIDIARY  OF 

THE  PRUDENTIAL  INSURANCE  COMPANY  OF  AMERICA 

As  President  of  PruLease,  Inc.,  I  am  pleased  to  have. the 
opportunity  to  submit  to  this  Subcommittee  our  position  strongly 
supporting  S,  1406,  the  proposed  amendment  to  the  Depository 
Institutions  Deregulation  and  Monetary  Control  Act  of  19B0  (P.L. 
96-221)  which  would  deregulate  interest  rate  ceilings  on  business 
and  agricultural  loans.   PruLease,  Inc.  is  a  subsidiary  of  The 
Prudential  Insurance  Company  of  America  and  is  engaged  nation- 
wide in  the  business  of  providing  financial  services  to  major 
utility  and  industrial  corporations  under  written  agreements  in 
the  form  of  secured  and  unsecured  loans  as  well  as  leases,  leases 
intended  as  security,  and  similar  instruments. 

The  interest  factor  (or  its  equivalent)  of  the  required 
payments  under  most  PruLease  agreements  fluctuates  monthly  based 
upon  changes  in  the  prime  rate  of  a  specified  bank  or  in  the  rate 
for  commercial  paper  issued  by  PruLease.   Such  *f luctuating-rate* 
pricing  allows  PruLease  to  recover  its  cost  of  funds  and  thereby 
to  make  capital  available  to  our  customers  despite  extreme 
fluctuations  in  the  money  market.   Such  pricing  also  assures  our 
customers  of  paying  interest  at  current  rates,  regardless  of 
changes  in  the  money  market.   However,  in  view  of  the  fact  that 
bank  prime  rates  have  recently  reached  historic  highs,  PruLease 
has  been  forced  to  discontinue  its  lending  business  in  that 
minority  of  states  which  do  not  exempt  business  loans  from  usury 
ceilings  or  which  have  usury  ceilings  which  are  too  low  to 
accomodate  current  conditions.   This  has  adversely  affected  the 
growth  of  our  portfolio  and  has  limited  the  sources  of  funds 
available  to  prospective  customers  for  capital  investment  in  those 
states.   We  understand  other  financial  sources  have  been  similarly 
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affected  and  that  the  result  has  been  an  unnecessary  limitation 
on  the  expansion  of  business  and  industry  and  on  the  growth 
and  strength  of  the  economy.   We  believe  that  business  borrowers 
should  be  free  to  negotiate  lending  arrangements  at  arms  length 
and  in  good  faith,  without  arbitrary  usury  limitations  on 

Congress  has  recognized  the  problems  created  by  restrictive 
state  usury  ceilings  and  on  three  recent  occasions  has  enacted 
legislation  which  was  intended  to  be  remedial  (P.L.  93-S01, 
P.L.  96-231  and  P.L.  96*399).   However,  these  measures  failed 
to  anticipate  the  degree  of  turbulence  in  the  money  markets  and 
consequently  have  proven  inadequate  to  accomplish  their 
objectives.   We  believe  that  S.  1406  will  go  a  long  way  towards 
providing  the  necessary  relief  to  the  American  economy. 
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TESTIMONY  ON  BEHALF  OF 

VERMONT  LOW  INCOME  ADVOCACY  COUNCIL 

J.D.  AND  MINNIE  TERRY,  VICTORIA  AND  HOWARD  MCKINNEY 


BY  THE  NATIONAL  CONSUMER  LAW  CENTER,  INC. 
I.   Introduction. 


Tucson,  Arizona,  and  the  Vermont  Low  Income  Advocacy  Council  an 
advocacy  group  of  low-income  consumers.1   Mr.  and  Mrs.  Terry 
are  facing  mortgage  foreclosure  proceedings  after  signing  a 
loan  with  a  balloon  payment  of  over  $12,000.   The  loan,  which 
carried  an  annual  percentage  rate  of  39.61,  was  the  fourth 
refinancing  of  a  loan  originally  written  in  1976.   Mr.  Terry  is 
blind  and  he  and  Mrs.  Terry  live  on  Social  Security.  Mr.  and 
Mrs.  McKinney  were  threatened  with  foreclosure  proceedings  on  a 
loan  carrying  o  ballon  payment  of  more  than  $12,000.   That  loan 
was  the  fourth  refinancing.   Mr.  and  Mrs.  McKinney  had  dealt 
with  this  particular  lender  because  of  his  advertisements  that 
he  lent  at  homeowners,  not  finance  company,  rates.   In  fact, the 
loan  annual  percentage  rate  was  26%,  a  rate  much  higher  than 
most  first  or  second  morgages. 

The  credit  supply^  problems  described  to  this  Subcommittee 
are  very  serious  ones.   Nationally,  the  automobile  industry  is 
in  dire  straits;  in  Arkansas,  car  dealers  and  retailers  are 
closing  their  doors.   These  difficulties  are  of  concern  to  all 
of  us  and  a  solution,  if  one  exists,  should  be  found.   But 
preemption,  the  solution  proposed  here,  is  not  the  answer.   The 
two  goals  of  the  proposed  legislation  -  expanding  credit 
availability  and  improving  the  financial  positions  of  merchants 
-  will  not  be  accomplished  by  passage  of  the  legislation.   Nor 
is  it  a  fair  solution  to  preempt  usury  ceilings  in  50  states  to 
solve  the  difficulties  of  Arkansas  retailers. 

Preemption  will  cause  great  harm  to  consumers  and  to  the 
economy.  Using  conservative  calculations,  it  will  cost 
borrowers  over  $20  billion  in  additional  finance  charges,  allow 
lenders  to  hide  costs  in  a  variety  of  special  fees  that  make 
comparison  shopping  for  loans  difficult,  and  will  precipitate 
defaults  and  bankruptcies.   Preemption  will  be  a  boon  to 
lenders'  profits  but  may  be  disasterous  for  retailers.   By  a 
more  realistic  calculation,  it  will  divert  $65  billion  from 
retailers  to  lenders.   This  diversion  together  with  consumer 
defaults  and  bankruptcies  will  threaten  the  financial  stability 
of  businesses  already  Buffering  from  high  interest  rates  on 
inventory.   And  high  consumer  interest  rates  may  cause  a  slump 
in  the  important  housing  and  automobile  industries.   Preemption 
also  raises  troubling  questions  regarding  respect  for 
democratic  principles  and  federal  intrusion  into  an  area 
traditionally  regulated  by  the  states. 

II.  The  People  of  Arkansas  Should  Not  Be  Forced  to  Abandon 
Their  Chosen,  Evidently  Successful,  Course. 


lutomobile  dealers  and  other  retail  businesses  have  failed  as  a 
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result  of  the  current  101  ceiling  on  interest  rates.   They 
allege  that  they  could  not  make  credit  sales  at  high  rates  nor 
survive  on  the  diminished  volume  of  cash-only  sales.   He  do  not 
want  to  deny  the  tragedy  of  these  events  though  we  dispute  the 
cause.   Automobile  dealers  and  retailers  are  closing  their 
doors  all  over  the  country,  even  in  states  such  as  Arizona 
which  have  been  without  ceilings  for  some  time  now.   Many 
cannot  survive  when  the  interest  rates  on  their  inventory  are 
as  high  as  they  have  been  for  the  last  two  years. 

The  important  question  is  whether  the  cause  lies  in  low  usury 
ceilings  or  elsewhere.   The  general  state  of  the  Arkansas 
economy  is  relevant  to  this  question.  Arkansas'  economy  as  a 
whole  is  sound.   Arkansas,  which  is  still  largely  an 
agricultural  state,  has  been  gaining  on  the  U.S.  in  personal 
income  on  a  per  capita  basis.   As  a  percentage  of  the  U.S.  per 
capital  personal  income,  the  Arkansas  per  capita  personal 
income  increased  from  62%  in  1958  to  781  in  1979. 3   During 
that  same  time  period,  Arkansas  non-agricultural  employment 
increased  1041  compared  to  461  for  the  U.S.*   This  suggests 
that  the  low  usury  ceiling  is  not  causing  business  to  fail. 

So  the  Arkansas  economy  is  doing  well,  and  in  part  because  of, 
not  despite,  the  low  ceiling.  Less  credit  has  enabled  Arkansas 
to  recover  more  quickly  from  a  recession.  Arkansas  has  not  had 
the  drain  of  expendable  income  due  to  very  high  interest  rates 
as  other  states  have  had.  As  a  result  Arkansas  has  suffered 
less  during  recessions  which  follow  high  interest  rates  and  has 
bounced  back  more  readily.5 

There  is  another  reason  for  not  overturning  Arkansas 
law--respect  for  democratic  principles.   The  Arkansas  people 
appear  to  like  their  economy  as  it  is.  They  have  said,  by 
their  recent  vote,  and  by  earlier  votes,  that  they  do  not  want 
their  state's  economy  and  the  demand  for  consumer  goods  to  be 
artificaily  inflated,  as  it  has  been,  by  the  easy  availability 
of  credit.   While  one  may  not  personally  hold  to  this  value, 
tolerance  and  encouragement  of  diversity  in  values  has  always 
been  a  strength  of  Americans.   And  while  one  may  quarrel  with 
the  decision  that  a  less  volatile,  more  liquid  economy  is 
better  for  the  people  of  Arkansas,  one  cannot  quarrel  with  the 
notion  that  the  people  of  Arkansas  are  best  able  to  make  that 
decision  for  themselves. 

as  been  made  by  other  states.   For 
Maine  legislative  enacted  a  law, 
rule",  which  limited  loan  maturity 
ges  to  B  percent  APR  on  all  loans 
financings}  outstanding  36  months 
e  much  of  the  profit  for  loan 
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ny  finance  companies  left  the  state 
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off"  at  not  being  able  to  borrow.6  Presumably  they  felt 
better  at  being  free  of  debt  and  able  to  spend  their  earnings 
on  housing,  ford  and  other  pruchases  than  or  repaying  borrowed 

III.     Federal  Preemption  is  Wot  Necessary  for  the  Continued 
Adequate  Supply  of  Ciredit. 

Not  only  is  it  unfair  to  the  people  of  Arkansas  to  deprive  them 
of  the  results  of  their  democrative  process,  it  is  irrational 
to  force  the  rest  of  the  nation's  consumers  to  pay  higher 
interest  rates  to  solve  the  problems  of  retailers  in  Arkansas. 
Proponents  of  preemption  respond  that  the  problem  is  nationwide 
but  they  have  not  made  this  case  on  this  point. 

The  argument  by  proponents  of  preemption  that  the  rate  ceiling 
problem  is  nationwide  rests  on  the  example  of  the  auto 
industry.   It  appears  that  the  American  automobile  industry  is 
in  difficulty  for  four  reasons  -  inability  to  compete  with 
foreign  cars;  inflation  resulting  in  high  prices;  high  interest 
rates  resulting  in  credit  prices  too  high  for  those  wanting  to 
buy  American  cars;  denial  of  credit  to  potential  buyers  who 
fail  to  qualify  when  interest  rates  are  high.   Witnesses 
testifying  before  this  Subcommittee  in  July  and  before  the  full 
committee  in  April  and  May  ignore  the  factor  that  lack  of 
competitiveness  with  imported  cars  plays.   This  is  a  very 
important  factor.   Foreign  automobile  manufactures  and  dealers 
are  thriving.  Imported  cars  increased  their  market  share  from 
22%  in  1979  to  27%  in  1980  and  to  29%  in  the  first  two  months 
of  19B17.   The  Value  Line  Investment  Survey's  analysis  of  the 
auto  industry  notes: 

(M)any  car  buyers  think  of  the  imports  as  more  reliable, 
better  made,  and  better  values,  especially  when  the  buyers 
are  thinking  in  terms  of  small,  fuel-efficient  cars.8 

That  is  why  sales  of  American  cars  have  dropped.  Buyers  prefer 
imported  cars.  The  problem  is  not  credit  availabilty.  Foreign 
i   yet  they  are  being  financed 

_  _..»  foreign  automobile  dealers 

•  this  subcommittee  in  need  of  help. 

Inflation  also  plays  an  important  role  by  increasing  the  price 
of  cars  so  some  potential  buyers  no  longer  want  to  buy  and  some 
of  those  who  do  want  to  buy  can  no  longer  afford  the  price. 
Allowing  lenders  to  charge  higher  finance  charges  will  merely 
drive  up  the  total  price  and  further  decrease  sales. 

Both  c 

lies  rec ..... 

>  the  loss  of  sales.   There  is  disagrt 
the  way  in  which  high  rates  decrease  sales  ana 

i  disagreement  over  the  solution.   Automobile 
the  members  of  this  Subcommittee  to  believe  that 
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5Tr.;l*  *-«  ■jrovtr.  frss  15SC  to  15  =  1  was  -at  as  great  as  in 
earlier  years,  K'rtrtl  facts  sieges:  this  s.a-i  is  e-e  sot  to 
t.-.e  jr.vili.ir.5r.ess  d   le-ders  t5  lend  cjt  to  the  j.r.v-1  I  tsqo^ss 
of  co.-.s.rers  to  r-orrov.   First,  Cr.airaar.  ef  the  Satia-al  Credit 
*Jr.i«r.  Ada  ir.l  strati**  8o-ar-J,  stat-3  that  1952  deaaec  for  loans 
van  lov.li 

Secor.d,  analysts  -ote'i  that  retail  sales  drepped  sharply  when 
credit  controls  were  announced  in  the  spring  of  198C.   Credit 
control*  were  reported  to  have  a  trezer.do^s  psychological 
effect  or.  cor.s'j-ers;  rar.y  stopped  shoppi-g  altogether  or 
•topped  using  credit  cards.-* 

,  President  of  the  National  Autoaobile 
toted  a  similar  trend.   Khen  he  testified 
before  this  subcowwittee  on  July  9  he  stated  that  consumers 
•top  borrowing  when  the  priwe  increases  even  though  the  rate  at 
which  finance  companies  lend  and  thus  the  cost  to  consuaers 
does  not  increase. 

Fourth,  outstanding  open-end  credit  has  declined.   Tko  facts 
Suggest  this  decline  is  due  to  consumer  restraint  rather  than 
creditor  restraint.   Credit  cardholders  have  and  have  had 
billions  of  dollars  of  unused  lines  of  credit  but  are  not  using 
thca.   Since  the  cards  issuers  have  little  control  over  the 
amount  charged  on  the  cards,  the  decline  must  be  due  to 
voluntary  reduction  in  use  by  consumers.   In  addition,  an 
estimated  9%  of  credit  cardholders  cut  up  and  returned  their 
cards  to  issuers  In  1960.   This  reduction  came  at  a  tine  vhen 
card  issuers  began  imposing  annual  or  transaction  fees  and 
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since  such  fees  sharply  increased  the  costs  of  credit,  the 
reduction  in  use  may  well  be  due  to  the  refusal  of  cardholders 
to  pay  access  fees.   The  fact  that  bo  many  consumers  could  tear 
up  cards  suggest  too  much  credit  was  available  or  credit  costs 
were  too  high.   In  either  case,  preemption  will  not  help. 

Finally,  no  one  appears  to  be  complaining  about  not  being  able 
to  obtain  credit.   Neither  the  major  newspapers  nor  the 
consumer  credit  publications  are  reporting  a  lack  of  supply  of 
credit.   Rather,  it  appears  as  if  consumers  are  deciding  they 
do  not  want  or  cannot  afford  credit  at  existing  high  rates. 

So  credit  appears  to  be  generally  available.   Of  course  even 
then  some  people  may  not  be  able  to  get  financing,  and  dealers 
claim  this  small  percentage  means  the  difference  between 
profits  and  bankruptcy.   Dealers  claim  that  30%  of  applicants 
are  turned  dovn.   The  most  important  question  to  ask  about  thlB 
claim  is  whether  is  the  normal  rejection  rate  is  ever  higher. 

turndown  rates  of  58.3  and  57.2%. 15   3n%  is  very  low  in 
comparison!   Second,  why  are  these  people  turned  down?   It  may 
be  because,  as  the  Value  Line  Investment  Survey  found, 
consumers  have  as  much  debt  as  they  can  carry.   It  is  also 
possible  that  the  already  high  Interest  rate  increases  the 
monthly  payments  so  the  buyer  cannot  afford  the  loan.   There 
may  also  exist  other  pauses  having  nothing  to  do  with  rate 
ceilings.   The  sales  price  on  the  used  car  may  be  too  high,  or 
the  do  inpayment  too  low,  making  the  loan  risky.   Only  if  the 
applicants  are  turned  down  by   lenders  unwilling  to  lend 
because  profits  are  too  low  is  preemption  even  a  remotely 
feasible  solution.   Supposing  that  is  the  case,  if  interest 
rates  are  raised  will  the  applicants  currently  eligible  for 
credit  be  eligible  at  higher  interest  rates?  Raising  the  rate 
on  a  $3500  used  car  from  161  to  311  as  was  done  In  Arizona 
increases  the  monthly  payments  (on  the  12  month  financing 
available  in  Arizona)  from  $310.70  to  $342.92.   A  person 
earning  515,000  and  who  is  allowed  by  the  lender  to  carry  251 
of  his  gross  income  in  debt  can  carry  a  payment  of  S310  but  not 
one  of  1342. 

Automotive  News  recognizes  the  effect  of  higher  payment*  on  the 

eligibility  for  credit.   "Hot  only  high  sticker  prices  but  with 

the  high  cost  of  paper,  their  payments  are  just  plain  too 
large,"   it  states.  16 

If  interest  rates  increase,  cara  sales  may  suffer  just  as 
mobile  home  sales  have  suffered.   Mobile  home  purhcases  were 
down  by  201  in  1980.1'   Rates  on  the  other  hand  were  up 
substantially,  the  1980  range  being  15.98*  to  14.051  and  the 
1979  rate  range  being  13.465  to  13.831. 18   The  1980  federal 
preemption  of  mobile  home  ceilings  and  resulting  higher  rates 
should  have  guaranteed  an  adequate  supply  of  credit  so 
availability  seems  not  to  have  caused  the  slump  in  sales. 
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Tm:-;,  i.pp'.ii--;  :.-.*  pr;pc.-.e-ts  cf  pr»«-f*:;-  *«re  c;:;«i  a=d 
t.-,e  ;«*4  car  credit  raricet  va:  ccrpetitive,  rarev:-;  the 
interest  ceilir.gs  say  r.c*  help.   ?ates  vcjld  still  5c  cp  and 
i./*rl  wi-li  it  of  hjying.   This  p;;r.t  was  nie  earlier  fcy 
ner,-j*::  Killer  of  KA£A  k£g  saii  ir.  his  testinsr.v  before  this 
•  '..bcjuittee  tr.at  people  step  ly/-,r.i   wf-.er.  rates  53  ^p.   This 
r.ae  ais'..  been  tr».e  of  the  xchile  here  industry.   Xobile  hoae 
salts  vere  doir.  2i%  ir.  ISS;  ir.  part  IS«»:ic  of  higfc  interest 
rates,   And  it  is  s«=»wfcat  tr-e  cf  housing-   Sales  pli^oiet  when 
tr.e  tanks  nr.  «ore  thar.  let.   It  is  tr-je  that  borrowers  ace 

-1  rcrtgages,  tut  they  say  not  sake 
%.      This  is  because  a  house  is  a 
>  the  cost  worthwhile.   Housing  has 
risen  ir.  price  201  each  of  the  past  5  years.   Cars,  on  the 
other  hand,  decline  in  value.   The  car  with  the  best  resale 
value,  the  Honda,  declines  by  4%,  in  the  first  year.  «ore  after 
that.   Other  cars  decline  cere  rapidly. 

The  American  auto  industry  nay  be  sounding  its  death  knell  by 
raising  the  price  of  sales  finance.  The  problen  of  the  auto 
industry  is  a  terrible  one,  but  this  solution  nay  be  deadly. 


Pederal   Preemption   is   Inappropriate  Becau 

se   States  Can   and 

do  Raise  Kates   in  Respond   to   Increases   in 

The  Cost  of  Funds. 

Hot  only  is  the  current  supply  of  credit  adequate,  significant 
rate  relief  by  nearly  every  state  legislature  over  the  last  too 
years  has  taken  place  and  should  ensure  the  continued  adequate 
supply  of  credit.   Subcommittee  members  should  be  familiar  with 
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ndiana,  Iowa,  Kansas, 
:  and  Wyoming  have  an 
UCCC  administrator  to 
he  break  points  by  101  whenever  the  price  index 
by  10»,  This  inflation  provision  has  given  creditors 
increases  without  statutory  change. 


The  remaining  22  states  and  the  Distri 
raised  interest  rates  in  the  last  year 
significantly.   Only  Arkansas  has  fail 

ct  of  Columbia  have 
,  a one  of  the a 

amended,  many  rates  were  already  high 
lacked  ceilings  on  certain  types  of  lo 

and  some  states  already 
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decisions  hold  and  i 
difference  is  not  ii 
apply.   In  these  states 
wants  for  goods  sold  on 


ling  for  closed-end  loans  by  banks, 
ng  on  automobile  loans.   Many  states 
doctrine  which  allows  a  merchant  to  have 
ce  and  a  "time  sale*  price.   Court 
Statutes  say  that  the  time  price 
st  and  legal  linits  on  interest  do  not 
the  retailer  can  charge  whatever  he 
credit.   Kentucky,  North  Carolina, 
ve  no  ceiling  on  sales  finance  of  goods 


■ms  bad  policy  to  remove  the 
Hore  limited  adjustments  are  all  that  is  needed. 
changes  described  above  have  occurred  because 
irs  are  making  fine  adjustments  to  reflect  the  market 
tes,  the  degree  of  competition 
ending  (auto  finance,  other  goods 
econd  mortgage,  secured  and 
types  of  lenders,  and  between 
(poorer,  less  well  educated  people 
n  their  competition-free  neighborhood  oi 
well  educated  borrowers  with  numerous  credit 
There  is  no  uniform  solution  within  a  state  or  amoni 
ate  problems  because  market  conditions  fluctuate 
e  beauty  of  state  regulation  is  the  freedom  to 
The  solution  to  the  high  cost  of  borrowing  is  not 
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obvious.   It  may  be  deregulation,  it  may  be  deregulation  Cor 
certain  types  of  credit  or  classes  of  creditors,  it  may  be 
higher  ceilings,  or  it  may  be  low  ceilings  as  in  Arkansas- 
Various  states  have  adopted  different  responses  and  time  will 
tell  whether  a  particular  approach  works.   It  nay  be  that  more 
than  one  approach  provides  adequate  income  to  lenders  and  at 
the  same  time  protects  consumers.   Conversely,  it  may  be  that 
there  is  no  one  approach  that  works  well  in  every  state.   If 
ceilings  are  preempted  we  will  know  only  that  preemption  work* 
or  does  not  work;  we  will  never  know  if  other  valid  proposals 


Some  witnesses  before  this  subcommittee  have  argued  that  the 
rates  change  so  quickly  that  the  state  ceilings  in  some  of 
those  states  are  already  outdated.  But  state  legislators  know 
how  long  it  takes  to  pass  legislation  in  their  respective 
states.   They  know  the  lag  time  on  legislation  and  presumably 
have  set  a  rate  which  compensates  lenders  for  that  lag. 

Preemption  is  also  an  insult  to  the  states.   It  derives  from  a 
view  that  state  legislators  have  not  found  the  correct  answer 
to  the  inflation-caused  high  cost  of  borrowing  and  that  they 
will  never  find  it.   Given  the  many  years  of  states  control   of 
rates  and  the  serious  and  conscientious  approach  of  the  states, 
that  view  is  unwarranted.   Credit  rate  regulation  has  been  the 
matter  of  the  several  states  for  two  centuries.   Congress 
should  not  destroy  this  arrangement  without  seriously  studying 
the  need  and  consequence. 

VI.  The  Cost  of  Borrowed  Funds  is  Hot  as  High  as  Prime 

One  has  so  often  heard  the  claim  "the  prime  is 
ceiling  on  consumer  lending  is  16%  and  so  we  t 
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invalidity  of  the  claim.  This  claim  implies  I 
the  prime  rate  for  their  funds  and  that  18%  ii 
allowed  under  state  ceilings.   Neither  fact  ii 

lenders  do  not  pay  prime  on  their  borrowed  funds.   For  example, 
in  1990  when  the  prime  ranged  from  111  to  21.5%  the  average 
cost  of  borrowed  funds  to  savings  and  loans  was  9.11%. 2°   For 
Federal  credit  unions,  share  accounts  paying  up  to  7%  comprised 
71.9%  of  savings.21   Even  if  all  71.9%  of  the  savings  were 
paying  7%  which  is  highly  unlikely  and  the  credit  unions  were 
paying  19%  on  their  other  funds,  their  average  cost  of  funds 
would  be  6.5%,  one-third  of  prime.   VISA  members  were  paying 
10.8%  for  their  funds  in  1980. 22    The  Massachusetts  small 
loan  board  based  its  1980  rate  order  on  the  assumption  that 
finance  t  -  -   . 

The  claim  also  implies  that  the  highest  ceiling  is  18*  and  less 
than  prime  when  in  fact  most  states  have  one  or  more  consumer 
interest  rate  ceilings  significantly  higher  than  18%  and  higher 
than  prime.   Appendix  B  shows  the  rates  that  each  state  could 
charge  on  a  S2000  loan  financed  over  2  years.   Only  2  states 
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(Arkansas  and  Missouri)  have  rates  under.  2C 
in  the  44  states  (and  D.C.)  with  a  criminal 
24.33*.   6  states  have  no  ceilings  at  all. 

There  are  several  reasons  why  lenders  do  not  pay  the  prime  rate 

'  >r  their  funds.  First,  most  of  the  money  they  borrow  cones 

om  commercial  paper  which  is  cheaper  than  money.   According 

i  Federal  Reserve  Statistical  Release  G.20  (422),  on  Hay  31, 

i61,  more  than  78%  of  the  liabilities  of  finance  companies' 

rial  paper,  and  the  percentage  appears  to  be 

rcial  paper  is  much  cheaper  than  bank  money. 
In  fact,  some  of  the  money  borrowed  on  commercial  paper  by 
Massachusetts  insurance  premium  finance  companies  in  1978-79 
;   borrowed  at  2-31. 

Second,  some  money  borrowed  at  prime  was  borrowed  under  long 
ibligations  when  the  prime  was  several  points  lower  than 
now.  An  economist  testifying  in  the  1980  Massachusetts 
small  loan  rate  hearings  estimated  that  only  5%  of  the 

mce  companies  is  in  short  term  notes.  " 
Third,  consumer  finance  companies  and  retailers  do  not  borrow 
all  the  money  they  lend  out.   Some  of  it  comes  from  retained 
irnings.   Not  only  is  this  cheap  money,  it  saves  stockholders 
ix  money.   Instead  of  distributing  retained  earnings  to 
;ockholders  in  the  form  of  dividends,  taxed  as  ordinaary 

value.   The  stockholders  profits  are  then  taxed  as  capital 
gain.   Fourth,  not  all  of  the  money  they  borrow  from  banks  is 
borrowed  at  prime.   Rep.  St.  Germalne  found  that  many  banks 
were  lending,  to  big  and  small  business  customers,  at  several 
points  below  the  announced  "prime". 

We  are  not  claiming  that  companies  paying  9  or  10%  are  making  a 
killing.   We  are  saying,  the  picture  is  not  as  simple  or  as 
gloomy  as  preemption  proponents  describe  it. 

If  companies  are  paying  more  than  the  9  or  10%  paid  by  credit 
unions,  card  issuers,  and  finance  companies,  it  has  got  to  be 
because  of  bad  cost  management.  Congress  should  not  preempt 
state  ceilings  merely  to  save  the  inefficient  companies. 

VII.     Preemption  Will  Divert  Between  $20  and  S65  Billion 
From  Retailers  and  Consumers  to  Lenders. 

The  fact  that  lenders  are  requesting  help  suggests  times  are 
not  easy.   But  times  are  extremely  difficult  for  everyone.  Due 
to  the  necessary  federal  efforts  to  fight  inflation  consumers 
are  going  bankrupt  too,  because  they  can't  meet  high  interest 
rate  obligations  or  their  profits  (salaries)  are  too  low. 
Consumers  are  hurt  as  much  by  inflation  and  declining 
productivity  as  businesses  but  the  solution  proposed  here  would 
multiple  their  troubles. 
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Every  million  dollars  of  relief  granted  lenders  Kill  cone  out 
of  the  pocket  of  the  overburdened  retailers  and  consumers.   The 
estimated  costs  of  preemption  vary  depending  on  the  estimated 
Increase  in  interest  rates.   Preemption  is  conservatively 
estimated  as  costing  retailers  and  consumers  $20  billion25  in 
added  finance  charges  in  the  first  year  alone.   This  estimate 
is  based  on  the  conservative  assumption  that  existing  rates  of 
18  to  26%  will  rise  by  6-10  points  to  24-361.   But  rates  could 
go  much  higher.   A  review  of  interest  rates  in  jurisdictions 
where  ceilings  have  been  removed  or  where  existing  ceilings  are 
extremely  high  is  instructive  on  this  point.   Some  Hew  York 
City  furniture  dealers  are  financing  sales  at  rates  up  to 
20S.2*.26   According  to  the  Banking  Department,  seven  of  the 
nine  stores  were  reported  as  financing  at  rates  between  21.31 
and  B5.3%.2?   This  means  the  other  two  were  charging  at  rates 
of  more  than  85.3%.   Unconscionable  rates  are  also  being 
charged  in  Arizona.  There  one  creditor  charged  an  annual 
percentage  rate  of  51%,  three  times  or  33  points  higher  than 
the  announced  prime  rate.   $2000  borrowed  for  three  years  at 
501  will  cost  $1893.20  in  finance  charges.   Under  the  old  rate 
it  would  have  cost  $788.   Other  lenders  are  charging  more  than 
47*  APR  on  loans  secured  by  the  equity  in  the  borrower's  home. 
Used  car  dealers  in  Arizona  are  charging  30%  APRs  on  what  are 
considered  low-risk  loans  because  they  are  secured  by  the  cars 
purchased.   Before  deregulation,  these  dealers  were  charging 
18%  interest  charges.   These  rates  are  greatly  in  excess  of 
what  any  analyst  would  consider  necessary  for  an  adequate 
return. 

If  rates  were  to  double,  and  there  is  substantial  evidence  that 
they  might,  the  increases  will  also  cost  retailers  and 
consumers  roughly  $65  billion  in  sales.   The  calculation  is 
made  in  this  way:   A  family  with  $100  a  month  of  disposable 
income  can  carry  a  loan  of  $3800  repayable  in  48  months  when 
the  interest  rate  is  12%.   When  the  rate  is  241,  the  family  can 
only  carry  a  loan  of  $3040.   This  is  a  net  loss  of  $600  -  21% 
in  purchasing  power.   If  everybody  experienced  this  same  loss 
of  purchasing  power  -  and  they  will  if  rate  ceilings  are 
preempted  -  the  borrowers  will  lose  21%  of  their  purchasing 
power.   In  December,  1980,  total  consumer  installment  debt  or 
purchasing  power  was  $313,435  billion.   21%  of  that  is  $65,986 
billion.   This  means  consumers  have  $66  billion  less  to  supend 
for  goods.   The  money  is  diverted  from  retailers  and  consumers 
to  lenders,   increasing  interest  rates,  then,  may  do  the 
retailers  more  harm  than  good. 

VIII.     There  is  Insufficient  Competition  to  Keep  Market  Rates 

Reasonable. 

A.  What  Little  Competition  Exists  Takes  Place  in  Middle  Class 
Markets  on  the  Basis  of  Ouality  and  Variety  of  Merchandise  Not 
on  Credit  Costs.  * 
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Proponents  of  preemption  say  that  competition  will  produce 
market  rates,  but  studiously  avoid  the  ti    ' 
has  not  set  market  rates  in  the  examples 

market  rates  are  high  for  several  reasons,  first,  though, 
there  may  be  some  competition  in  bank  credit  cards  and  in  the 
new  car  market,  there  is  little  competition  over  rates  in  the 
used  car,  direct  consumer  loan  and  retail  merchant  charge  card 
markets.  Retailers,  including  car  dealers,  rarely  advertise 
interest  charges.  Instead  they  advertise  their  prices  and  the 
variety  and  quality  of  their  merchandise.  Pinance  companies  do 
not  advertise  their  business  but  rely  on  location  and 

where  credit  is  advertised,  it  is  marketed  on  the  basis  of 
convenience  or  easy  availability  rather  than  price.   The  used 
car  advertisements  from  Arizona,  attached  hereto  as  Exhibit  C, 
are  a  good  example  of  this. 

Competition  is  meaningless  when  people  are  locked  into  certain 
agreements  and  cannot  take  advantage  of  the  competition.   For 
example,  a  credit  card  holder  paying  251  on  his  credit  card 
balance  may  learn  that  a  different  issuer  is  charging  only 
22%.   He  cannot  take  advantage  of  this,  hovever,  if  'the  bank  is 
taking  applications  only  from  existing  depositors  or  the 
applicant  does  not  make  enough  money  to  qulaify  for  credit  from 
that  card  issuer.   He  may  have  recently  paid  an  annual  fee 
which  is  wasted  if  he  switches  card  issuers.   Even  if  he 
manages  to  get  another  card,  he  must  make  purchases,  until  he 
gets  the  new  card,  on  the  old  card  at  25%,  and  must  pay  25%  on 
the  existing  balance  until  the  debt  is  paid  off.   He  also  has 
no  assurances  that  the  new  card  issuer  won't  raise  its  rate  to 
25%  shortly  after  he  switches. 

Competition  is  also  inadequate  because  buyers  have  insufficient 
information  as  to  rates  and  availability.   As  stated  before, 
creditors  do  not  advertise  rates  and  many  buyers  lack  the  time 
or  stamina  to  call  several  different  lenders  to  obtain  rate 
information.   Consumers  also  have  false  impressions  about  which 
institutions  will  lend  to  them.   Historically,  many  working 

still  stay  away  from  banks.   Others  do  not  realize  that  they 
are  eligible  for  some  credit  union  memberships.   Some  probably 
think  they  do  not  make  enough  to  qualify  for  credit  cards. 
Many  are  probably  unaware  that  savings  and  loans  are  now 
extending  consumer  credit.   When  the  market  is  segmented  so 
that  borrowers  do  not  take  advantage  of  competition,  they  fall 
prey  to  unscrupulous  lenders  even  though  other  lenders  may 
compete.   This  is  why  some  ceiling  is  essential. 

The  Interagency  Task  Force  recognizes  the  lack  of  competition 
in  noting  that  "it  is  important  that  unwary  buyers  be  protected 
from  unscrupulous  lenders."  Where  there  is  a  lack  of 
competition  "disclosure  requirements  are  not  a  sufficient 
safeguard. "*B     The  Task  Force  affirms  the  "need  to  safequard 
the  interests  of  those  more  vulnerable."   Recognizing  that 
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[S]hould  there  be  continued  concern  over  protection  for 
consumers  from  clearly  monopolistic  practices,  then  a 
substantial  raising  of  permissible  rates  might  be 
preferable  to  a  complete  elimination  of  ceilings. '9 


Does  Hot  Exist  In  Low- Income  Markets. 

timulate  compet 
ly  unlikely  thi 


Even  if  Congress  could  act  to  stimulate  compet 
credit  markets30,  "  


>  competition  in  the  lou-i 
other  lenders  do  not  compete  over  credit  rates  because 
frequently  there  is  only  one  lender.   Banks  and  finance 

are  no  department  stores  and  rarely  any  used  cat  lots.  Grocery 
stores  and  clothing  stores  exist  but  rarely  provide  credit. 
Given  the  size  and  poverty  of  the  population,  the  community 
generally  can  support  only  one  furniture  store.  If  another 
opens  up,  both  may  go  out  of  business  because  people  do  not 
have  enough  spending  money  to  keep  both  profitable.  With  only 
one  furniture  store,  that  store  can  charge  whatever  it  Hants. 

The  furniture  store  need  not  fear  that  its  high  interest  rates 
will  cause  a  loss  of  customers  to  other  stores  for  several 

too  hard  to  reach  or  far  away,  or  located  in  wealthier 
communities  seen  as  unfriendly  to  outsiders.   Those  who  do  go 
outside  their  communities  also  stay  away  from  lenders  they 
perceive  as  willing  to  lend.   For  example,  they  often  are 
discouraged  by  the  formality  of  bank  employees  and  imposing 
bank  lobbies.   While  one  can  argue  that  more  lenders  will  enter 
low-income  neighborhoods  if  lending  there  becomes  profitable, 
the  facts  do  not  bear  this  prediction  out.   Higher  profits  have 
not  encouraged  lending  at  reasonable  rates  in  poor  communities 
in  Arizona.   Despite  the  number  of  used  car  dealers  selling  in 
low-income  communities  there,  the  interest  rates  remain  high. 

Additional  proof  that  competition  does  not  exist  comes  from, 
the  1977  Consumer  Credit  Survey.  That  study,  sponsored  by  the 
FRB,  indicated  that  only  30%  of  potential  borrowers  shop  for 
loans  and  most  choose  lenders  on  the  primary  basis  of  proximity 
and  familiarity.  The  most  prominent  and  largest  study,  by  the 
National  Commission  or  Consumer  Finance,  recognized  structural 
features  of  the  consumer  credit  industry  which  weakened 

The  National  Commission  on  Consumer  Finance  views  rate  ceilings 
as  necessary  if  there  is  inadequate  competition  and  lists  the 
barriers  to  competition,  two  of  which  are  the  "convenience  and 
advantage"  laws  restricting  entry  of  consumer  finance  companies 
'.es  by  banks  in  are< 
lall  loan  offices. 3: 
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When  markets  ace  truly  competitive  over  price  and  boi 
have  full  information  on  the  -cost"  of  default,  1 
competitive  markets  are  in  the  consumer's  interest.   But  when 
markets  are  not  fully  competitive  on  price  or  terms,  government 
regulation  is  essential  to  protect  consumers  by  turning  the 
market  in  the  direction  of  competition  or  to  assurer  through 
>i lings,  that  the  prices  and  terms  on  which  consumers  deal  arc 


fail 


-  Rates  Will   ause  i 


i  talking  about  high  rates.  He  are  not  talking  only  t 
mey.   Many  people  are  going  to  lose  their  homes  -  ii 
ies  through.   Host  new  lending  is  secured  by  second 
irtgages.   Second  mortgages  are  growing  by  about  25% 
:at.  Second  mortgage  lending  increased  from  $220  n 

.  1976  to  $5  million  in  1979.   In  1975,  25*  Of  the 
■neficial  Finance  Companies  were  secured  by  homes, 
e.   High  interest  rates  contribute  to  this  trend  ir 
lys.   First,  higher  rates  result  in  higher  monthly 
ivments3*   Hiqher  monthly  payments  by  '  ' 
>ed  for  security.   Let  us 


afford  payments  of  $310  but  nc 
borrower  has  a  home  which  can 
loan,  the  creditor  may  lend  hi 
this  risk  if  the  loan  is  secui 
risking  his  home  to  buy  a  car 


!  $15, 


eturn  to  the  < 
i  year  and  who 
nts  of  $342. 
the  automobile  purchase 

The  creditor  will  take 
lis  example  of  a  borrower 
farefetched.   A  Florida 
lews  as  financing  auto 
■rs  homes.   Perhaps  this 
■ring.   In  this  way  higher 
inthly  payments  and  the  need 


:  loans  for  aluminum  siding  c 
frequently  for  £10,000  or  more  often  ct 
•st  rates  and  result  in  many  defaults. 


the 


?qui( 


by  persuading  c 
■s.   The  finance 


;  to  t 


ndustry  has  learned 
ised  increases  in 
jrrow.  Advertisement! 


>rofit  from  dramatic  inflation- 
housing  values  by  persuading  people  t< 

urge  homeowners  to  unlock  the  equity  in  cneir  nouses,   'ine 
largest  bank  in  Tucson,  Arizona  has  been  conducting  a 
television  and  billboard  campaign  urging  homeowers  to  "let  your 
home  give  you  a  present."   Pictures  and  video  show  a  house  witt 
a  large  red  ribbon  around  it  and  a  husband  providing  his  wife 
and  children  with  a  swimming  pool,  a  television,  and  an     t 
expensive  bike. 
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Second  mortgage  lending  is  risk-free  because  of  the  equity  in 
the  house.  Even  if  a  borrower  has  no  source  of  income  and  no 
means  of  repaying  the  loan,  and  would  be  viewed  by  most  lenders 
as  high-iris*,  the  second  mortgage  lender  will  view  the  loan  as 
risk  free  because  the  lender  Kill  always  recover  the  money  by 
selling  the  house. 

Unfortunately  more  and  more  homeowners  are  unable  to  repay  the 
ever  more  risky  hone  loans  and  lose  their  homes.   Bankruptcies 
are  rising  in  part  due  to  efforts  to  save  people's  homes.   If 
ceilings  on  second  mortgages  are  preempted  and  rates  increased, 
the  number  of  defaults  {and  home  foreclosures)  increase- 
First,  the  number  of  contracts  providing  for  balloon  payments 
(contracts  in  which  the  final  payment  is  greatly  in  excess  of 
other  payments)  increase  and  the  balloon  payments  are  larger. 
When  the  second  mortgage  ceiling  is  12%,  a  $10,000  loan  can  be 
paid  off  in  5  years  with  monthly  payments  of  $237.90.   When  the 
interest  rate  is  361,  that  same  loan  and  repayment  schedule 
result  in  a  balloon  payment  of  $22,647.24.   Do  people  actually 
sign  loans  calling  for  such  high  interest  rates  and  large 
balloon  payments?  Two  elderly  Arizona  couples,  one  on  social 
security  and  the  other  living  on  a  janitor's  salary,  each 
signed  a  contract  calling  for  a  balloon  payment  of  over 
$12,000.  A  third  low-income  person  signed  a  note  with  interest 
of  42%  and  gave  his  home  as  security. 

Second,  with  high  interest  rates  more  contracts  are  negatively 
amortized.   This  means  that  the  principle  and  interest  are  so 
high  in  relation  to  the  payments,  that  the  consumer  does  not 
even  manage  to  cover  interest  as  it  falls  due  of  some.   Some 
wealthy  taxpayers  use  negatively  amortized  loans  to  reduce  tax 
liability  but  the  average  consumer  cannot  afford  to  pay  off  a 
negatively  amortized  loan.   A  $10,000  loan  for  5  years  at  36% 
requires  monthly  payments  of  $300  to  cover  interest  alone. 
Smaller  payments  result  in  the  consumer  owing  more  upon 
termination  of  the  contract  than  at  commencement.   The  typical 
consumer  does  not  understand  this  and  is  often  unable  to  repay 
the  loan.   The  speculator  then  can  foreclose  on  the 
security-the  home--at  a  distress  sale  price.   When  the  rates 
is  a  reasonable  151  on  a  second  mortgage,  a  monthly  payment  of 
$239.90  retires  the  principle.   When  rates  are  low,  negative 
amortization  is  difficult  to  conceal  because  the  low  monthly 
payment  tips  off  the  consumer  or  the  amount  to  be  repaid  is  low 
enough  that  the  consumer  can  borrow  elsewhere  and  repay  it, 
avoiding  foreclosure. 

The  real  tragedy  in  these  home  foreclosures  is  that  for  the 
working  and  middle  class  homeowners  the  home  and  social 
security  payments  are  the  only  source  of  income  for 
retirement.   The  Social  Security  System  is  reported  to  be  going 
bankrupt  and  even  if  it  is  not  it  is  clear  that  funds  are  not 
great  enough  to  keep  pace  with  inflation.   These  people  need 
their  homes  as  a  source  of  income  and  if  they  lose  them  now 
when  they  are  working,  in  an  attempt  to  make  ends  meet,  what 
will  they  do  if  they  when  they  retire? 
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Unlimited  rates  bring  speculators  into  the  market,  provide  a 
profitable  environment  for  deceptive  practices  and  enable  the 
unscrupulous  lender  to  unload  bad  merchandise .   When  rates  are 
very  high  speculators  who  have  no  previous  interest  in  the 
consumer  credit  field  enter  the  market  with  high-risk, 
high-rate  loans  to  gouge  consumers. 

Since  rate  ceilings  were  removed  in  Arizona,35  home  equity 
lending  scams  have  boomed.   Speculators  are  making  fully 
secured  second  mortgage  loans  at  47*.   {In  other  states 
mortgages  have  not  gone  above  161  and  mobile  homes  can  be 
refinanced  for  14  to  16*  because  exploiters  ore  kept  out  of  the 
market  by  state  laws  and  usury  ceilings).   Such  loans  are 
considered  low  risk  because  of  the  security  of  the  borrower's 
equity  in  their  home.   Prior  to  Arizona's  removal  of  usury 
ceilings  the  maximum  rates  for  loans  of  more  than  $5,000  had 
been  12%.   Naive  homeowners  are  being  taken  advantage  of  by 
these  unscrupulous  lenders.   Two  Tucson  homeowners  who  signed 
notes  with  balloon  payments  of  more  than  $12,000  obtained  the 
loans  from  mortgage  brokers  who  lend  up  to  80*  of  the  equity  in 
the  house  under  a  contract  with  a  large  balloon  payment.   The 
brokers  seem  not  to  care  who  gets  the  home  when  the  consumer 
defaults  as  long  as  they  get  their  money.   Although  no 
statistics  are  available,  one  would  expect  default  rates  to  be 
high  and  in  fact  a  number  of  mortgage  foreclosure  cases  have 
been  filed. 

Under  another  scheme  unscrupulous  lenders  offer  to  lend 
homeowners  facing  foreclosure  the  money  necessary  to-  prevent 
the  foreclosure  on  the  condition  that  the  homeowner  pay  the 
lender  the  money  plus  interest  at  the  end  of  one  year.   The 
person  cannot  repay  the  loan  in  one  lump  sum  and  defaults  and 
the  lender  gets  the  house.   Obviously,  any  time  the  real  estate 
market  is  as  profitable  as  it  has  been  for  the  last  few  years 
and  real  property  ownership  can  provide  quick  profits, 
dishonest  people  will  be  drawn  in  to  this  unsavory  commerce. 

The  high  rates  enable  the  speculator  to  get  possession  of  real 
property.   First,  the  homeowner  must  repay  more  money  in 
interest  charges  than  he  would  if  the  rates  were  lower.   This 
increases  the  financial  burden  and  likelihood  of  default. 
Second,  a  consumer  defaulting  on  a  high-rate  mortgage  cannot  as 
easily  refinance  with  another  creditor  to  avoid  foreclosure  as 

•  expensive  and 
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High  rates  also  enable  the  seller  operating  in  a  non- 
competitive market  to  unload  bad  merchandise.  Using  the 
experience  in  Arizona  again,  used  car  dealers  typically  buy 
cars  at  less  than  trade-in  book  value  and  sell  them  at  retail 
book  value,  so  the  seller  gets  his  investment  back  by  the 
second  payment..36   Each  payment  after  that  is  pure  profit  on 
the  sales  price  of  the  car  or  on  the  loan.   Many  dealers  do  not 
expect  the  consumer  to  pay  off  the  loan  but  instead  engage  in 
"churning".   In  churning  the  seller  plans  to  profit  on  the 
buyer's  default.   The  buyer  stops  paying  because  the  car  is 
defective  or  the  consumer  vas  such  a  bad  risk  that  he  should 

repossesses  the  car,  sells  it  to  himself  at  a  loss,  sometimes 
sues  the  buyer  for  the  deficiency  but  always  resells  the  cat  at 
a  profit.   Thus  he  makes  a  profit  on  the  sale  to  the  first 
buyer  and  on  the  resale  to  a  second  buyer. 

The  lucrative  nature  of  these  rates  is  suggested  by  the  fact 
that  at  the  time  the  rate  ceilings  were  lifted  car  dealers 
started  advertising  more  extensively  their  desire  to  buy  cars. 
They  are  making  so  much  money  when  they  sell  cars  that  they 
want  to  buy  in  order  to  sell  more.   The  inflated  nev  car  prices 
also  encourage  some  buyers  to  buy  used  cars  instead  of  new  ones. 

Some  proponents  of  preemption  argue  that  ceilings  prevent 
high-risk  consumers  from  getting  credit.''   The  opposite  is 
true.   Unlimited  rates  mean  excess  credit  availability.   When 
there  is  too  much  credit  and  the  debt  is  secured  lenders  ignore 
the  ability  to  repay.  This  is  what  is  happening  in  Arizona. 
Those  lenders  vho  lent  to  the  McKinneys  and  the  Terrys  on  notes 
carrying  balloon  payments  of  more  thean  $12,000,  knew  those, 
couples  have  little  hope  of  repaying  the  loans.  They  were 
unconcerned  because  the  houses  each  have  more  than  $12,000  in 
equity.   The  same  is  true  of  the  used  car  market.   Used  car 
dealers  charging  31*  APRS  state  that  credit  worthiness  is  not  a 
factor  in  determining  eligibility  for  credit.   The  Blue  Chip 
Motors,  Inc.  advertisement  says  "No  Credit  Experience 
Necessary"  with  the  words  "(with  required  downpayment) "  added 
in  small  print  at  the  bottom.   The  City  of  Cars'  advertisement 
says  "He  Finance  Anyone*,  Easiest  Plaoe  in  Town  to  Buy  A  Car! 
Short  of  Cash7  Use  our  Lay-Away  Plan!".   The  asterick  is 
explained  with  the  words  "With  Approved  Down  Payment  or  Trade 
In*  in  smaller  print.   As  mentioned  earlier,  since  the 
downpayment  is  high,  the  price  of  the  car  is  inflated,  and  the 
dealer  profits  on  the  credit  and  property  insurance 
commissions,  the  dealer  rarely  loses  as  long  as  the  debtor 
makes  2  or  3  payments.   And  if  the  dealer  repossesses  he  comes 
out  way  ahead.   Unlimited  rates  mean  too  much  credit  is 
available  and  the  creditor  lends  to  noncreditworthy  buyers. 

Unfortunately  easy  credit  harms  the  borrower.   For  the 
noncreditworthy  or  high-risk  borrowers,3'  borrowing  carries 
with  it  high  psychic  costs  from  fear  of  default  and  both 
psychic  and  material  hardship  from  default.  As  c 
credit  expert  notes: 
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There  is  substantial  evidence  shoi 

to  the  debtor's  ovr 

High-risk  credit  with  its  harmful  psychological  effect  upon 
defaulters  and  their  families  can  be  viewed  like  harmful  drugs 
or  defective  products  and  banned  from  the  marketplace. 

This  country  bane  thalidomide  and  laetrile  precisely  because 
people  are  desparate  and  under  such  circumstances  will  take 
high  risks.  It  is  also  appropriate  to  prevent  the  high  risk 
consumer  who  is  desperate  to  pay  off  other  debts  or  to  buy 
goods  from  getting  further  over  his  head.  As  Prof.  Wallace 
states: 

Elsewhere  in  the  consumer  market  we  have  restricted  the 
availability  of  certain  products  because  it  is  thought  that 
the  only  effective  protection  ' 
the  product  completely.  Credi 
high  risk  credit  -  might  be  si 

Numerous  studies  show  that  the  vast  majority  of  defaults  oci 
due  to  events  beyond  the  debtor's  control--job  loss,  illnesi 
and  marital  trouble. A0     The  majority  of  defaulters  default 
not  because  they  are  able  to  pay  and  choose  not  to  but  ' 
they  simply  do  not  have  the  money.   Little  is  gained  by 
imposing  psychic  harm  of  collection  upon  the  debtor.   In 
addition,  the  costs  of  protecting  the  debtor  from  financial 
disaster—bankruptcy,  TIL  claims,  exemption  statutes,  debt 
collection  states--are  expensive.   To  prevent  this  harm  and 
expense,  our  credit  system  should  forgive  all  but  willful 
default  in  the  same  way  that  insurance  protects  against  no 
fault  injury.   Low  ceilings  promote  such  a  system  because  they 
discourage  the  improvident  extension  of  credit  and  the  smaller 
profits  to  be  g      by  collecting  on  a  low-rate  loan 
discourage  overly  aggressive  collection  efforts. 

The  experience  in  states  without  usury  ceilings  makes  it  clear 
that  a  responsible  proposal  to  raise  interest  rates  must 
include  protections  for  gullible,  desperate,  and 
unsophisticated  consumers. 

Proponents  of  preemption  argue  that  people  ought  to  be  allowed 
to  take  these  risks.   Unfortunately,  it  is  the  low-risk 
consumer  who  pays  higher  interest  rates  so  that  high-risk 
consumers  can  be  allowed  to  borrow.   If  state  ceilings  are 
preempted,  rates  will  go  up  for  everybody.   Lenders  do  not  have 
different  rates  for  different  consumers.   A  few  lenders  may 
have  one  rate  for  a  secured  loan  and  a  different  one  for  an 

consumer  who  borrows  a  small  amount  of  money  relative  to  his 
income  and  a  different  rate  for  the  consumer  who  borrows  a 
large  amount  relative  to  his  Income.   The  Report  by  the  Hew 
York  Banking  Department41  on  rates  showed  that  lenders  did 
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not  charge1  'different  rates  based  on  the  risk  of  the  I 

As  a  result,  good  credit  risks  will  pay  high  rates  t< 

the  availability  of  credit  not  to  themselves  but  to  high  risk 

borrowers.   Secured  borrowers  Kill  subsidize  unsecured 


i  Will  Wreck  Havoc  i 


Preemption  Kill  Kreck  havoc  on  the  consumer  protection  ■ 
of  the  50  states,  even  though  it  claims  to  keep  existing 
protections  in  place.   Host  states  nOK  have  a  delicate  balance 
between  interest  rates  and  consumer  protection.   The  degree  and 
type  of  regulation  of  contract  terms  is  tied  directly  to  the 
maximum  level  of  interest  rates  allowed.   For  example,  the 
interest  rate  that  nay  be  imposed  is  often  linked  to  the  type 
of  security  taken;  whether  attorneys'  fees  can  be  charged  is 
frequently  linked  to  the  interest  rate. 

as  a  general  rule,  states  with  high  rates  have  many  consumer 
protections.   This  is  because  generally  states  Kith  high  rate* 
have  thought  it  appropriate  to  prevent  the  worst  abuses  of 
desparate  or  naive  consumers  by  fly-by-night  lenders  by  placing 
restrictions  on  unfair  and  deceptive  creditor  practices. 
Massachusetts  is  one  example  of  a  high-rate  state  with 
extensive  consumer  protections.   Massachusetts  has  no  rate 
ceiling  for  banks  (except  that  banks  making  loans  under  $£,000 
are  covered  by  the  snail  loan  lav).   The  small  loan  statute 
itself  provide  for  a  high  rate  -  23*  plus  S15  dollars.   At  the 
same  time  Massachusetts  has  a  good  highly  protective  statutes 
on  garnishment  and  exemptions  from  execution.   For  example,  its 
small  loan  law  limits  late  fees  and  prohibits  the  pyramiding  of 
late  charges.   It  requires  that  the  lender  rebate  unearned 
interest  upon  early  payment  and  requires  that  the  lender  use  a 
particular  rebate  formula.   It  prohibits  small  loan  licensees 
from  taking  second  mortgages  and  it  regulates  many  other 
aspects  of  second  mortgage  loans-   In  addition,  case  law 
prohibits  the  award  of  attorneys  fees  against  consumers  in  many 
instances. 

States  with  low  ceilings,  for  example,  Arkansas,  do  not  have 
many  restrictions  on  creditor  practices  because  low  rates  have 
made  unscrupulous  practices  unprofitable.   Nor  do  these  states 
have  many  restrictions  on  debt  collector  practices  because 
defaults  are  not  as  frequent.   Low  rates  also  make  collection 
less  profitable. 

If  ceilings  are  lifted,  states  with  low  rates  and  low  credit 
burdens  will  experience  the  unscrupulous  practices  rampant  in 
Arizona  without  the  consumer  protection  statutes  designed  to 
curb  such  practices.  Such  disruptive  federal  intervention  is 
hard  to  justify. 
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to  the  Economy 


protection  in 
hat  the  market  economy  will  not  provide 
he  federal  government  intervenes  (and 
'  I ,  it  should  do  bo  in  a  Kay  that 
use  and  provides  remedies  for 


i  Increase  in  Rati 


Many  witnesses  before  this  Subcommittee  and  before  the  full 
Committee  in  May  recognise  that  the  real  problem  is 

iiven  this,  the  proposed  solution  is  doomed. 
In  the  first  place,  federal  preemption  of  ceilings  and  an 
increase  in  rates  Kill  have  an  inflationary  effect  in  itself 
upon  the  economy.   Interest  ceilings  are  the  last  bastion 
against  the  lender's  ability  to  market  credit  at  higher  and 
higher  rates.   Without  the  usury  ceilings  lenders  will 
endlessly  make  credit  available  at  progressively  higher 
rates.43   A  sudden  large  expansion  of  credit  in  Low-rate 
states  could  increase  advertising  by  retailers  and  lenders 
spurring  the  demand  for  consumer  durables  and  heating  up  the 
economy.   Consumers  can  expect  to  fuel  inflation  further  by 
borrowing  whenever  their  expectations  of  continued  inflation 
make  high-rate  credit  look  "cheap".   Increased  consumer  price; 
could  further  decrease  the  incentive  to  save,  reducing  the 
'ailable  for  inve 


inf  1* 


ind  of  i 


i  fore 


the 


to  compete  in  an 
-,   the  huge  amount  of  borrowing 
by  big  government  and  big  business  which  drives  up  the  price  of 
credit.   Only  one  example  of  this  is  the  $11.5  billion  in 
credit  arranged  by  Texaco  and  Mobile  in  their  bid  to  buy 
Conoco.   Seagrams  and  DuPont  are  also  competing  and  have 
arranged  for  similar  sums  of  money  to  fund  their  takeover 
bids.   This  S2S  billion  in  credit  is  equal  to  more  than  10%  of 
the  $213  billion  dollars  of  consumer  credit  outstanding. 
Consumer  borrowing  is  minuscule  compared  to  business  and 
government  borrowing  yet  it  is  the  latter  that  are  driving  up 
costs  for  consumers.   As  Rep.  St.  Germaine  stated  recently  in  a 
letter  to  frb  chairman  Paul  Vocker,44  such  borrowing  is 
"particularly  questionable*  and  comes  at  a  "very  inappropriate 
moment".   Consumers  have  no  hope  of  influencing  the  cost  of 
credit.   They  can  control  how  much  others  borrow,  and  they 
can't  negotiate  lower  rates. 
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loan  transaction  and  thus  make  larger  loans  more  profitable. 
Therefore,  if  ceilings  are  preempted  the  consumer  Kill  pay  more 
than  business  and  government  do. 

It  is  also  unclear  that  preemption  will  promote  the  economic 
stimulation  for  which  it  is  being  touted.   Instead,  it  could 
provoke  a  business  decline  if  rates  are  so  high  that  potential 
borrowers  realize  they  cannot  afford  the  new  high  priced 
credit.   For  example,  the  housing  industry  has  been  suffering 
for  several  years  because  of  high  interest  rates.   Mobile  hone 
sales  in  1980  when  interest  rates  shot  up  here  down  by  20%  from 
the  previous  year.    Preemption  of  usury  ceilings  may  have 
increased  the  availability  of  credit,  but  rates  are  now  go  high 
that  people  do  not  want  to  or  are  unable  to  make  the  payments. 

we  need  planning  of  monetary  and  fi: 

decline.   Given  the  present  conditj 

be  unwise  for  the  federal  government  to  act  preeipitiously 

without  coordination  with  monetary  and  fiscal  authorities.   An) 

federal  intervention  must  address  this  concern. 

ates  will  lead  to  increased  numbers 
es.4S  Not  only  is  the  cost  higher 
re  able  to  borrow.  This  will 
have  an  adverse  impact  on  business.   The  legitimate  businesses 
that  lent  money  unwisely  will  suffer,  leaving  only  the 
loansharks.   And  since  the  bankrupt  dischargee  all  his  debts, 
all  other  businesses  that  extended  credit  but  did  not  do  so 
improvidently ,  including  landlords  and  doctors,  will  be 
affected.   When  a  consumer  falls  deeply  into  debt  there  are 
farreaching  consequences  for  the  economy.46 

XII.  Preemption  is  Premature  Without  Study  by  a  Usury 


Last  session  Congress  considered  establishing  a  commission  to 
study  the  economic  and  social  effect  of  federal  preemptioi.  of 
state  usury  ceilings.   A  study  of  consumers'  concerns,  the 
question  of  existing  credit  profitability,  and  the  ragged  state 
of  protections  from  credit  abuses  such  as  prepayment  penalties, 
negative  amortization,  and  credit  insurance  rates  is  crucial. 

Any  law  designed  to  preempt  should  be  narrowly  drafted,  as  S. 
1406  is  not,  to  interfere  with  state  legislation  as  little  as 
possible  but  carefully  drafted  to  stimulate  competition  and 
avoid  litigation.   This  should  be  the  task  of  a  study 
commission  and  federal  preemption  should  not  be  hastily 
accomplished  before  this  work  is  completed. 

Preemption  raises  difficult  questions  about  the  relationship 
between  federal  and  state  government.   It  will  seriously 
disrupt  consumer  protection  scheme  hammered  out  over  decades 
between  consumer  and  creditor  interests.   Raising  as  it  does 
difficult  and  troubling  questions  about  federalaim  and  respect 
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for  democratic  principles  federal  preemption  should  be  avoided 
without  a  conclusion  by  a  study  commission  that  the  results  are 

1.  The  author  of  this  written  statement,  the  National  Consumer 
Law  Center,  Inc.  ("NCLC")  was  established  in  1969  to  render 
legal  and  expert  assistance  end  support  on  interest  rate  and 
other  consumer  issues  to  the  more  than  6000  attorneys  who 
provide  legal  assistance  to  low-income  consumers  through  legal 
services  programs  now  funded  through  the  Legal  Services 

2.  NCLC's  statements  and  arguments  about  federal  preemption 
are  intended  to  address  only  existing  usury  ceilings,  and  do 
not  speak  to  past  federal  preemption  of  loans  secured  by  first 
mortgages. 

3.  7/21/81  Statement  of  Henry  Schecter,  AFL-CIO,  pp  9-11. 


6.  Benston,  George  J.,  "'. 
High  Interest  Rate  Lenderi 
Economics,  January  1977  at 


lent  Survey,  Part  III  Ratings  t.   Reporl 


9.  Purchasing  power  of  wages  has  been  on  a  sharp  downtrend  due 
to  inflation,  taxes,  and  Social  Security  levies  accorfding  to 
the  Value  Line  Investments  Survey,  id. 

10.  Installment  debt  throughout  1980  was  16-171  of  disposable 
income.   Value  Line  Investment  Survey,  Part  III  Ratings  t 
Reports  4/3/81  p.  101. 

■  News,  "GMAC's  Role  Being  Broadened",  p.  6  March 


30,  1981 

12.  Federal  Reserve  Bulletins,  Table  1.57. 

13.  April  28,  1961  statement  of  Lawrence  Cornell,  Chairman, 
National  Credit  Union  Administration  Board,  before  the 
Committee  on  Banking,  Housing  and  Urban  Affairs  of  the  U.S. 
Senate,  p. 3. 

14.  The  details  of  the  survey  are  not  described  and  thus 
questions  about  the  structure  of  the  survey,  the  framing  of  the 
issues,  the  phrasing  of  the  questions,  the  representativeness 
of  the  sample,  and  the  accuracy  of  the  data  must  remain. 
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Goudzi 
Credit 

Editorial  "la  Price  the  Answer",  p.  18,  2/23/81. 

Wall  street  Journal,  Hay  7,  1901,  p.  1. 

Federal  Reserve  statistic  Release  E  10  (120). 

isons  preemption  Kill  not 

of  the  Currency  John 

14. 

i  Dwyer,   Sec,  Hat'l  Ass'n  of  Fed.  CO., 


22.      Statement   of 

VISA    U.S.A.,    Inc.,    July    15, 

1981,   p. 4. 

23.      1980   Hassachi 
Banking. 

jsetts   Small   Loans   Hearings, 

Department   of 

24.      James  Campen, 
Hearings,   Departrat 

.    Exhibit   36,    1980  Massachus 

etts   Small   loan 

25.  December,    19BD   net   automobile  outstandings  were  J116.327 
billion;    interest   rates  can   be  expected   to   rise   on   automobiles 
by   6%   if   rates  are   removed.      A   61    increase   in   interest  charges 
on   automobiles   totals   $6,980   billion.      December,    1980  net 
revolving   credit   outstandings    (banks   and  gas  companies)    were 
roughly   $34,718  million  and   interest   charges  on   them  can   be 
expected   to   rise   8t   and  cost  consumers  $2,777   billion, 
interest  on  retailer  revolving  charges   (net)   can  be  expected  to 
rise   8%   and  outstandings   in   December,    1980    were  $25,114 
billion,    so   additional   interest  charges   would  equal   $2,009 
billion.      Nev  outstandings  are   roughly  $29,075   billion  and 
interest   rates   thereon  can   be  expected   to   rise   10%  or   $2.9075 
billion.      Usury  ceilings  on   mobile   home  credit  are   already 
preempted. 

26.  A  New  Vork   Banking   Department,   Report   on   Survey  of 
Interest   Rates   and  Charges  on   Consumer   Credit      (February,    19B1) 


See   Revolving   Credit   &   Electronic   Systems  Letter,    April 
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33.  Business  Week,  3/16/81  p.  126, 

34.  If  the  payment  is  not  higher,  then  the  repayment  period 
must  be  longer.  The  longer  the  repayment  period,  the  greater 
the  likelihood  of  default  and  thus  the  greater  the  need  for 

security  that  Kill  be  as  valuable  throughout  the  course  of 
performance  of  the  contract  as  at  the  commencement  of  the  loan. 

35.  The  usury  ceilings  were  removed  so  recently  in  the  other 
states  that  it  is  too  early  to  determine  the  effect. 

36.  Most  dealers  pay  less  than  book  trade-in  value  for  used 
cars,  and,  if  they  finance  them,  do  so  in  such  a  way  as  to  get 
their  investment  by  the  second  payment.   Even  if  ice  assumed 
that  dealers  paid  booK  trade-in  value  for  the  care  they  are 
selling,  dealers  get  their  investment  back  by  the  fourth  or 
fifth  payment.   One  Arizona  dealer  advertised  a  1975  Vega  (with 
a  trade-in  value  of  $700)  foe  $995  with  a  mandatory  downpayment 
of  $350  and  monthly  payments  of  $81.   After  the  downpayment  is 
made  the  out-of-pocket  cost  is  $350.   Each  of  the  12  remaining 
payments  are  profits  for  the  dealer.   An  examination  of 
advertised  used  car  prices  (Appendix  C)  will  show  that  this 
example  reflects  a  pattern  with  used  cars. 

37.  High-risk  or  noncreditworthy  consumers  are  not  equivalent 
to  low-income  consumers.   A  $1000  loan  to  a  person  earning 
$10,000  may  be  a  better  risk  than  a  $6000  loan  to  a  person 
earning  $25,000.   Moreover,  credit  scoring  systems  used  by 
large  financial  organizations—banks,  finance  companies, 
savings  and  loans--do  not  count  income  very  heavily.   Length  of 
employment  and  of  residence  are  much  more  heavily  weighed. 

38.  Wallace,  Geo.,  The  uses  of  Usury;   Low  Rate  Ceilings 
Reexamined,  56  B.U.L.  Rev.  451,  459  n.33  (1976).   Mr.  Wallace 
continues:  "For  a  collection  and  discussion  of  the  authorities 
see  Wallace,  "The  Logic  of  Consumer  Credit  Reform,  82  Yale  L.J. 
461-72  6  nn.  23-30  (1973). 


40.   Greer,  Douglas  F. ,  "Creditor's  Remedies  and  Contract 
Provisions:   An  Economic  and  Legal  Analysis  of  Consumer  Credit 
Collection,"  National  Commission  on  Consumer  Finance:  Technical 
Studies,  Vol.  V,,  Govt.  Printing  Office,  n.d. 
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42.  Statement  of  Richard  ijiir.on  of  The  National  Savings  and 
Lean  League  5/7/81  before  the  full  Couitiee,  p. 2;  see  4/38/81 
testimony  of  Treasury  Secretary  Donald  Regan  before  the  fall 
committee,  p-2;  see  4/28/81  statement  of  Frederick  Schults  of 
the  Federal  Reserve  Board  before  the  full  Committee,  p. 3. 

43.  An  analyst  of  the  credit  industry  stated  that  lenders  Mere 
pushing  for  higher  rates  and  counted  on  the  fact  that  rate 
ceilings,  one*  raised,  would  not  come  down  even  if  the  prim* 
trere  to  drop.   See  Revolving  Credit  t  Electronic  Systems 
letter,  April  11,  1980. 

44.  American  Banker,  "St.  Geraaine  Bids  Fed  Salt  Merger 
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214. 9«  10 

508.24  22.76 

638.35  28.16 
511.84  22.91 
(3) 

327.36  15 
551.44  24. Sfl 
577.84(4}  25.66(4) 
711.76  31.13 
661.69  29.92 

496.24  22.27 

512.83  22.95 

500.25  22.42 
567.76  25.25 
657.76  28.94 
804.88  34.84 
553.8*  24.67 
522.18  23.35 
533.92  23.84 
447.76  20.21 
487.60  21.89 
913.48  39.09 
367.36  16.75 

—  (3) 

495.52  22.23 

512.56  22.95 

(3) 

561.94  (5)  25 

1068.27(6)  45 

683. Bli  (7)  30 

555.84  24.75 

—  (3) 

591.02  26.21 

554.07  24.68 

606.16  26.84 

487.60  21.89 

537.61  24 
556.  24.76 

-—(3)  (3) 

493.12  22.13 

537.81  24(8) 

64S.28  28.43 

445.44  20. S3 

685.60  30.07 

467.92  21.06 

466.51  21 

452.32  20.40 

512.56  22.95 
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I2i    Fat*    is  highest    rat*  that   lender  ca=  charge.      Si>,    if   i 
statutes  are   applicable,    the   figures  =  ire=  *re  f=r   tie 
statute   *ith   the  higher  rat*. 

'I,  Arizsr.a  hat  no  £*£liag  ss  rates  cesld  90  =p  to  t-be  311  : 
charged  By  sex*  usee  car  dealer*,  tc  511  charged  ■  aeu: 
an  ladiar.  reservaticn,  or  to  the  2CB*  reported  i=  the  Si 
York  urvey  of  credit  rate*.  The  ****  is  trse  of  3el*w 
Illinois,  nsstana,  Hen  Eaxpshire,  Xev  Jersey,  ***  Tor*. 
Mexico  and  Sorth  Dakota. 

:    S3C* 


(Si    Kev  Jersey  has 


(7*    Ken  York  has  a 
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565.67  10 

1260  21 

1213.16  20.48 

1509.97  25 

(3)  ---(3) 

1734.04  28.33 

1785  29.07 

1765  29.07 

1864.52  30.52 

1462.24  24.29 

1660  27.53 

1371.52  22.91 

1644.22  27 

957.52  16.45 

1575  25.98 

1680.22  27.53 

1410.70  23.5 

1644.22  27 

1260  21.2 

1312  22 

1367.92  22.86 

1763.39  26.75 

1365  22.81 

(3)  —(3) 

1055.20  16 

(3)  —(3) 

(3)  —(3) 

1509.97(4)  25(4) 

2642.07(5)  45 

1849.16(6)  30(6) 

1360.86  22.75 
-—(3) 

1055.20  18 

1247.06  21 

1260  21.2 

1260  21.2 

1247.06  21 

1680.00  27.53 

1644.22  27 

1055.20  18 

1443.34  24 

1426.24  24.29 

1182.61  20 

1443.34  24 

1215.13  20. S 

1247.06  217 

1394.09  23.25 

1165.24  19.73 
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[li  Kates  ar.d  finance  charges  showi  are  based  cr.  sales  finance 
statute*  rather  than  loan  statutes.  It  ass-aes  the 
purchase  of  a  car  «ore  than  four  years  old,  purchased  far 
S35CC,  and  financed  over  4  years. 

ill    Dees  net  include  all  the  profits  a  lender  xafces  on 

coraissicr.s  on  credit  insurance  and  property  insurance;  nor 
does  it  include  all  the  other  charges  the  huyer  pays,  such 
as  application  fee,  credit  report,  license  and  title  fees. 

(3)  Arizona,  Delaware,  Montana,  Nevada,  Sen  Soapshire  and  North 
Cafcota  have  deregulated  these  types  of  leans  so  any  APH  and 
any  finance  charge  Is  possible. 

(4)  Ken  Jersey  has  a  cririnial  usury  statute  of  -let.. 

(5)  Sew  Mexico  has  a  cri=ir.al 

16)  Kev  Yors  has  a  criminal  usury  statute  of  25*. 
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We  Finance  Anyone* 
Easiest  Place  Sn  Town 
To  BuyS  Car! 

Short  of  Cash?  Use  our  Lay-Away  Plan! 

City  of  Oars 


KMtwMjnr 

—      srauu 


1925S.AIvernonat29thSt 
PH  745-2780 

OPEN  8:30AM-8KK>  PM 

"With  Approved  Down  Poyirwnt  or  Trad* 
S»  Mwhla  Eioanol 
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July  21,  1981 


Tha  Honorable  John  Tower 

Chairman,  Suhcoultt.ee  on  Financial  Institutions 

Couittee  on  Banking,  Bousing  and  Urban  Affairs 
United  Statas  Sanata 
Room  5300  D90B 
Washington.  D.  C.   20510 


On  behalf  o 


to   preempt  Stat 


t  United  States  I 


lague  of  Savings 
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>   [while  granting  permanent 
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■an  associations  are  primarily 
a)   credit  activity  involves 

property  and  as  such  is  covered 
duration  contained   In  Section 
natitutlons  Deregulation  and 
iw  96-221)        The  coverage  of   that 
is  not  extend  to     unior  liens  or 
lending   areas  of  growing 
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»  Honorable  John  Tower 
Pagfe  2 

July  11,    1981 


ssentlal  if  SiLs  were  to  adjust  to  a  new 
woild  of  deregulated  savings  deposits,  as  called  for  in  Title 
II  of  P.L.  96-221.   That  purpose  is  being  frustrated  today  by 
the  presence,  in  a  nuaber  of  jurisdictions,  of  inflexible, 
below  -market  usury  Units  on  non-mortgage  financing. 

One  does  not  need  to  be  a  financial  expect  to  recognize 

future  customers  if  they  mast  continually  pay  their  depositors 
note  than  they  charge  their  borrowers.   It  was  in  recognition 
of  this  fact  that  P.L.  96-221  provided  a  usury  override  for 
mortgage  loans.   Market  rates  were  so  much  above  maximums 
established  in  some  States  that  borrowers  seeking  to  putchaa* 
and  finance  homes  were  unable  to  find  lenders  willing  to  sake 


of  funda  to  the  disadvantage  of  those  consumers  who  want  to 
borrow.   The  solution  to  this  problem  Is  S.  1406. 

definition  of  'creditor'  appearing  in  Title  II  of  S.  1406.   It 
might  be  helpful,  as  a  matter  of  clarification,  to  recite  that 
supervised  depository  institutions  are  "creditors'  within  the 
meaning  of  Title  II.   In  many  states,  supervised  financial 
institutions  --  because  of  their  frequent  en ami nations  by  State 
and  Federal  officials  --  are  exempted  from,  licensing 
requirements.   The  definition  now  appearing  in  Title  II  could 
conceivably  be  misunderstood  to  exclude  from  coverage 
unlicensed,  though  highly  supervised,  depository  institutions. 
I  am  sure  that  was  not  the  intent  of  the  drafters  of  S,  1406. 
The  natter  would  be  easily  rectified  by  inserting  "or 
depository  institution"  after  the  word  "person"  in  the  first 
sentence  of  Section  532  (a)  (.3);  there  is  no  need  for  defining 
"depository  institution"  since  that  definition  appears  in 
Section  501  of  P.L.  96-221  {the  statute  being  amended  by  the 
Consumer  Credit  Title  II). 
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cable  John  Towei 
3 
July  21,    1981 


ly   achieved   for    mortgage    lending   through  P.L.    96-221. 
enable  savings  and   loan  associations    in  many  states    tc 

neis   --   both  borrowers  and  savers  --   by   Improving   the 
:itive  equality  among   the  different  types  of    institutlt 
:eadying    the   flow  of   lendable   funds   throughout   the 
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National  Association  of  Mutual  Savings  Banks 
washington  office 

SUITE  100.  1709  NEW  YORK  AVENUE.  N.W, 

WASUNGTON,  D.C  2O006 

TELEPHONE  (102)  TOMI44 


July  27, 


'   to, 

•ft, 


Tim  Honorable  John  Tome,  Chatn 
ttee  on  Financial  Instir 
i  Banking,  Bousing  an 
Unltad  States  Senate 

Washington.  D.C.   20510 

Dear  Hr.  Chairman: 


The  National  Association  of  (tuti 
opportunity  to  endoi 
atata  usury  celllngi 


Jrban  Affairs 


the  federal  gove 
them  authority  t 


.1  Savings  Banks  takes  this 
the  pending  legislation,  5.  1406,  that  would  preempt. 
i  extension*  of  conaiacr  credit.  He  believe  that  inch 
constructive  step  toward  improving  the  overall  bualoes 
j   of  financial  service*  to  consumers. 


ugs  banks  are  primarily  residential  leaders, 
entrants  to  the  consumer  credit  market 
:  few  years  that  state  legislatures  and 
ive  begun  to  Modernize  thrift  Institutions  by  granting 
■  broader  range  of  financial  services,  although  the 
t  market  Is  already  a  highly  competitive  one,  mutual  savings 
bsnka  find  the  market  attractive  both  frost  the  standpoint  of  improving  their 
overall  competitive  posture  vls-a-sls  other  types  of  depository  institutions, 
and  from  the  standpoint  of  providing  greater  balance  to  their  predominantly 
long-term  asset  structure.   Thus,  consumer  Installment  loans,  which  for 
savings  banks  may  be  either  closed-end  or  open-end,  represent  a  small  but 
growing  sod  Increasingly  Important  percentage  of  loans  outstanding. 


NAMSB  has  long  supported  a  1 
for  the  principal  reason  that  such  it 
flow  of  credit  to  important  sectors  t 
Statutes  have  been  especially  evident 

numerous  states,  and  especially  New  York,  have  unwittingly 
building  and  home  lending  activities  —  In  effect,  homeowneri 
for  their  citizens  —  by  continuing  to  pursue  s  policy  of  un: 
Interest  rate  ceilings.  Fortunately,  the  Congress  deemed  it 
In  and  preempt  existing  state  usury  ceilings  on  mortgage  loai 
basis  In  late  1979  and  then  permanently  es  pert  of  the  Deposl 
Deregulation  and  Monetary  Control  Act  enacted  In  1980.  This 
provided  more  limited  usury  relief  with  regard  to  certain  bui 
agricultural  loans. 


il  policy  preempting  stste  usury  lama 

'e  counterproductive  to  the  long-run 

i  economy.  The  ill  effects  of  usury 

he  area  of  mortgage  finance  where 

tailed  home 

ilp  opportunities 

allatically  low 
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The  Honorable  John  Tower 


Ha  respectfully  suggent  that  the  ■ 
persuaded  the  Congress  to  preempt  usury  eel 
credit  are  equally  Applicable  to  consumer  credit- 
involve     first  of  all     assuring  that  credit  will  not  atrophy  during  periods  of 

ceilings       Secondly     elimination  of  ueury  callings  will  permit  financial 
Institutions  to  earn  a  falr-siarket  return  on  loans  which  are  made  In  Chair 
local  communities,  a  type  of  lending  which  has  been  given  special  (aphasia 
through  enactment  of  the  Community  Reinvestment  Act       Moreover,   now  that  the 
Congress  has  clearly,   and  in  our  view  appropriately     embarked  on  a  policy  of 
deregulating  financial   institution!  by  phasing  out  ceilings  on  Interest  ratal 
payable  to  depositors.    It  is  absolutely  essential  that  tha  remaining 
restraints  on  bank  earnings  be  likewise  eliminated. 

He  also  support  Title  I  of  this  legislation  which  constitutes  a 
significant    Improvement  over  the  currant  approach  to  federal  preemption  of 
usury  ceilings  on  business  loans  which  requires  a  minimum  amount  and  la  tied 
to  the  administration  of  the  Federal  Reserve  discount  rate       It  would,   In 
particular     address  the  situation  which  sxlata  In  Kov  lork  and  several  other 

Title  II  of  the  bill,  which  preempts  limitations  on  finance  or  other 
charges  imposed  In  coonec  ion  with  consumer  credit,  would   likewise  be  n 
significant   improvement  over  current  federal  authority  which  for  savings  banks 
is  primarily  wasted  in  Section  521  of  the  Depository  Institutions  Deregulation 
and  Monetary  Control  Act  of  1980       Here  again,  we  are  dealing  with  a  statute 
which  is  tied  to  the  discount  rate  and  which  ta  difficult  to  administer 
because  of  the  varying  Interpretations  which  have  arlaen  under  the  "most 
favored   lender"  doctrine.     He  believe  that  Title  II  could  be  drafted  even  mot* 
simply  than  Is  now  the  case,  and  would  go  as  iar  as  to  question  the  need  for 
Section  53*  of  the  bill  which  vests  the  Federal  Reserve  Board  with 
rule-writing  authority  under  the  legislation.     Ha  would  prefer  to  see  a 
straightforward,    self 'enforcing  statue* , 

As  a  final  comment   in  tha  area  of  federal  preemption,  we  would 
commend  your  attention  Co  tha  problem  caused  by  atata  laws  prohibiting  'das  on 
sale"   clsuses  in  mortgage  contractu.     Along  with  usury  callings,   state 
ststutes  of  this  sort  continue  to  discourage  mortgage  lending  and  Impair  tha 
viability  of  institutions  which  are  disposed  by  practice  or  law  to  channel  a 
significant  amount  of  their  funds  into  horns  loans. 
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616 
NEW  YORK  CLEARING  HOUSE 


July  21,  19B1 


The  Honorable  Richard  G.  Lugar 
United  States  Senate 
5107  Dirksen  Senate  Office  Building 
Washington,  D.C.    20510 


I  am  writing  on  behalf  of  the  New  York  Clearing 
House  Association,  an  association  composed  of  12  major 
commercial  banks  located  in  New  York  City.   Our  member  banks 
strongly  support  B.  1406.   The  bill  recognizes  that  anti- 
quated, inconsistent  state  usury  limitations  have  a  counter- 
productive impact  throughout  the  United  States  generally  and 
particularly  on  consumers  and  smaller  businesses  situated  in 
states  with  the  most  rigid  usury  ceilings. 

prevailing  over  the  last  several  years.   Under  present 
frequently  exceeds  the  lending  rates  permissible  under  usury 


hesitate  to  lend  funds  at  a  "negative  spread",  and  those  few 
loans  that  are  made  tend  to  go  only  to  the  best  credit 
risks.   Consumers,  farmers  and  smaller  businesses  are  finding 
it  difficult,  in  many  cases  impossible,  to  obtain  financing 
for  such  fundamental  needs  as  children's  education,  unex- 
pected medical  expenses,  automobiles,  business  expansion  and 
other  similar  items.   Ironically,  laws  designed  primarily  to 
protect  consumers,  farmers  and  small  businesses  have  been 
working  to  their  detriment. 

A  second  result  of  outmoded  state  usury  restric- 
tions is  their  negative  impact  on  the  demand  for  products 
and  services.   That  impact  is  felt  throughout  the  U.S. 
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economy  and  not  only  within  the  boundaries  of  the  state  that 
restricts  credit.   For  example,  the  inability  of  consumers 
to  obtain  car  financing  in  one  state  has  a  direct  impact  on 
our  nation's  car  manufacturers  headquartered  and  operating 
plants  in  other  states. 

Finally,  provincial  state  usury  restrictions  are 
incompatible  with  national  monetary  policy.   If  interest 
rates  are  a  tool  utilized  to  cool  overheated  demand  and  cur- 
continue  to  extend  credit  without  impairment  of  their  profit- 
ability, all  interest  rates  should  move  in  accordance  with 

another  sector;  one  sector  should  not  be  deprived  of  financing 
because  of  interest  rate  ceilings  while  other  sectors  have 
credit  readily  available.   Severe  distortions  in  extensions 
of  credit  as  a  consequence  of  state  usury  laws  are  detrimental 
to  the  best  interests  of  the  country  as  a  whole. 

In  conclusion,  we  strongly  support  S.  1406  for  the 
Very  truly  yours, 


£S-£/£ 
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STATEMENT 

on  the 

CREDIT  DEREGULATION  AW)  AVAILABILITY  ACT  OF  1981  (S.1406) 

for  submission  to  the 

SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS 

of  the 

SENATE  COMMITTEE  ON  BANKING,   HOUSING  AND  URBAN  AFFAIRS 

for  the 

CHAMFER  OF  COMMERCE  OF  THE  UNITEO  STATES 

by 


The  Chanter  of  Coirmerce  of  the  United  States,  on  behalf  of 
Its  more  than  158,000  members,  welcomes  this  ooDortunity  to  support 
5.1406  which  would  amend  the  Deoository  Institutions  Deregulation  and 
Monetary  Control  Act  of  1980  (the  Act)  to  allow  federal  preemption  of 
State  usury  ceilings  on  consumer  credit. 

Summary 

Usury  ceilings  represent  one  of  the  oldest  forms  of  credit 
control  and,  perhaps,  one  of  the  most  debilitating  in  terms  of  their 
effect  on  economic  activity  and  their  relative  impacts  on  soeeific 
Income  groups.  When  a  usury  ceiling  is  effective,  that  is,  when  market 
rates  rise  above  the  established  ceiling,  credit  is  either  rationed  or 
simply  not  forthcoming.  When  rationed,  it  tends  to  be  available  only 
to  those  who  are  well-connected  or  to  those  whose  wealth  or  income 
levels  make  them  especially  good  lending  risks.  In  either  case,  the 
shortfall  of  credit  bears  most  heavily  upon  the  less  influential  and 
those  with  lower  incomes  or  less  wealth. 

When  usury  ceilings  vary  significantly  from  one  loan  type  to 
another  or  among  geographic  regions,  as  they  do  in  the  United  States, 
the  effect  Is  to  channel  credit  away  from  the  controlled  loans  and 
region*  to  other  areas.  As  a  result,  some  get  more  while  others  get 
less,  and  the  distribution  of  credit  bears  little  relation  to  relative 
needs  or  productive  uses. 


issoclate   Chief   Economist,    Chentier   of   Commerce   of   the    United    States 
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Early  last  year,  Congress  passed  the  landmark  Depository 
Institution  Deregulation  and  Monetary  Control  Act  of  1980  which,  in 
addition  to  its  reforms  of  the  banking  system,  provided  for  the 
preemption  of  state  usury  ceilings  on  home  mortgages,  business  and 
agriculture  credit  and  mobile  home  loans.  The  proposals  embodied  In 
S.1WJ6  would  complete  this  reform  by  freeing  interest  rates  on  the  last 
significant  sector  of  our  credit  market  still  under  this  adverse  form 
of  control — the  consigner  loan  market  —  and  by  providing  the  same  rate- 
setting  freedom  to  business  and  agriculture  loans  as  is  now  applied  to 
mortgage  loans  under  Title  V  of  the  Act. 

Recent  Experience  With  Ceilings  on  Consumer  Credit 

The  harmful  effects  of  usury  ceilings  on  consumer  loans  heve 
become  especially  obvious  over  the  last  two  years  as  interest  rates 
have  soared  to  record.  Confronted  with  borrowing  costs  that  ere  often 
above  the  maximum  rates  they  ere  allowed  to  charge  consumers,  lending 
institutions  have  to  choose  between  lending  at  a  loss  or  not  lendinq 
at  all.  In  states  where  they  are  prohibited  from  charging  a  rate  that 
would  cover  their  costs,  lenders  heve  been  forced  to  adopt  a  wide 
variety  of  expedient  measures  that  are  less  than  satisfactory  for  them, 
for  consumers,  and  for  the  many  indirect  participants  and  beneficiaries 
of  a  credit  transaction.  Since  consumer  credit  availability  is  an 
important  component  of  an  automobile  sale,  these  ceilings  heve 
contributed  to  the  deterioration  of  an  industry  already  in  a  precarious 
position.  The  same  experience  has  characterised  other  depressed 
durable  goods  industries  such  as  appliances  and  furniture  that  are  also 
dependent  upon  credit  sales. 

As  Is  so  often  the  case,  the  households  with  the  fewest 
resources  are  the  ones  most  seriously  affected.  Lender  efforts  to 
ration  loans  by  reouiring  higher  down  payments,  shorter  maturities  and 
higher  credit  standards  have  a  disproportionately  greater  efrect  on 
this  grot*). 

In  addition  to  the  explicit  hardships  that  ere  caused  by 
usury  ceilings,  these  controls  often  work  to  distort  market 
relationships     in    ways     that     create     inefficiencies,     lneoulties     and 
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S.963  would  permit  lenders  to  charge  an  Interest  rate  of  one 
percent  (100  basis  points)  in  excess  of  the  Federal  Reserve's  discount 
rate  on  90  day  commercial  paper  when  such  rate  exceeds  the  maximum  rate 
established  by  state  usury  ceilings. 

with  the  discount  rate  now  set  at  US5,  this  Mould  permit 
lenders  to  make  loans  at  15*.  Since  only  five  of  the  forty-four  states 
that  apply  usury  ceilings  to  consumer  loans  maintain  ceilings  below 
15X,  the  bill  would  offer  only  very  limited  relief.  Moreover,  the  15*. 
celling  would  be  well  below  most  market  interest  rates  and  below  the 
cost  of  funds  to  many  lenders.  Connecticut,  for  example,  has  found  it 
necessary  to  raise  its  ceiling  on  credit  card  purchases  to  18*.  its 
celling  on  retail  installment  contracts  to  2 IX  and  the  celling  on 
certain  new  car  loans  to  lex. 

With  the  enactment  of  S.963,  lenders  would  still  be  reluctant 
to  make  loans  at  the  allowable  rate  and  the  consumer  sector  would 
continue  to  be  denied  access  to  credit  in  those  states  where  the  usury 
celling  is  below  the  market  Interest  rate.  For  this  reason,  the 
Chamber  does  not  recommend  the  enactment  of  S.963. 

Conclusion 

The  U.S.  Chamber  supoorts  S.1406  because  the  amendment  and 
the  act  itself  represent  important  steos  in  reforming  the  U.S. 
financial  system.  Both  measures  will  improve  the  workings  of  the 
financial  system  and  help  achieve  the  goals  of  greater  capital 
formation  and  a  more  efficient  allocation  of  our  scarce  resources. 
While  some  may  express  concern  over  the  Federal  intrusion  into  the 
states'  prerogative  to  regulate  commerce  within  their  boundaries,  the 
fifteen  month  history  of  the  initial  federal  usury  override  suggests 
that  most  states  appreciated  the  relief  that  the  enactment  of  this  law 
provided  their  credit  markets.  Since  the  law's  enactment,  only  seven 
state.=  have  elected  to  take  advantage  of  the  privilege,  provided  by  the 
law,  to  reimpose  usury  ceilings  on  mortgage,  agriculture  and  business 
credit. 
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STATEMENT  Of 
NATIONAL  HOME  IMPROVEMENT  COUNCIL,  INC. 

I  I   BAST  4*TH  STREET 

This  Is  a  statement  of  the  National  Home  Improvement  Council  In  support 
of  S. 1406  and  S. 963  which  would  extend  federal  preemption  of  state  usury 
laws  to  Include  consumer  loans,  particularly  home  Improvement  loans. 
The  National  Home  Improvement  Council   Is  a  trade  association  serving  the 
home  Improvement  and  remodeling  Industry,  with  headquarters  at  II  East 
44th  St.,  New  York,  N.Y.   10077.     Membership  Is  approximately  3500:     the 
bulk  of  that  membership  Is  found  In  more  than  SO  chapters  across  the  United 
States,  and  Includes  approximately  70  National  Members.     Those  National 
Members  are  primarily  engaged  in  manufacturing  products  for  the  construction 
Industries  and  include  a  number  of  shelter  publications  dealing  with  the  hone 
and  the  many  concerns  of  the  home  owner.     The  chapter  membership,  primarily 
contractors,  also  includes  utilities,  lending  institutions  and  wholesalers. 

At  the  outlet,  th1*  organization  wishes  to  record  Its  sunport  o*  th°  statement 
of  Philip  Brlnkerhoff,  President  of  the  Federal  Hone  Loan  Mortgage  Corporation, 
given  before  this  sub-committee  on  July  15,  1981,  and  fully  endorses  the  views 

expressed  therein. 

1 
To  understand  the  Import  attached  to  passage  of  this  legislation  by  the  home 
Improvement  Industry  one  must  first  review  recent  events  In  the  housing  and 
home  improvement  industries. 

As  stated  in  a  recent  U.S.   Chamber  of  Commerce  article,  housing  demand  has 
been  vastly  increased  by:  the  maturing  of  the  baby-boom  generation,  increasing 
life-spans,  declining  household  size,  and  the  loss  of  approximately  700,000 
housing  units  a  year  to  such  things  as  demolition,  old  age  and  fire.     At 
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rrerlcusly,  sect  •  trend  mild  Mve  been,  at  least  partially  «*fut  by 
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■^vjtnULt  hone  terwwtw*.  proieets  or  energy  isme-ratisr.  tf*t*"ati9as. 
In  at  lust  22  states—ine  so  called  '-usury*  restrict* re  states' — sw  eclautioa 
Is  sinple.      Institutions  in  these  States  M*e  -■»£  ta  pay  retuns  of  «nna  of 
151  In  order  to  attract  deposits,  but  are  crmibited  a/  state  jsury  law.  fnai 
lending  at  equally  realistic  rates.    Tnls  has  resulted  la  a  elrtaal  drytag  op 
of  hone  laproveoant  loans  in  these  areas.     In  fester*  Penny  1  wis,  for  exaaaile, 
the  chalraan  of  mlC's  local  Chaster  reports  that  nany  lenders  have  terminated 
their  litstallnent  loan  prograas  and  are  unequipped  to  handle  *M  financing. 
There,  and  In  other  areas  across  the  nation,  groups  such  as  XIC  are  joining 
forces  to  press  for  an  update  of  state  usury  ceilings. 

The  Bureau  of  the  Census  Report.  ■Residential  Alterations  and  Repairs*- -the 
usually  accepted  statistical  baroaeter  for  the  industry— shrats  total     ipi—Mlnu  1 
In  I960  at  $46.3  billion,  an  Increase  of  approiiaately  101  over  the  1979  figure 
of  S42.2  billion.  The  M  Ml  Hon  ..increase  fell  well  short  of  industry  forecasts 
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of  an  Increase  of  (6  billion.     This  decline  in  the  rate  of  Increase  occurred 
■t  a  tine  when  mm  construction  was  abnormally  low;  a  time  when  hone  Improvement 
would  normally  rise  dramatically.    Almost  all  qualified  observers  of  Industry 
performance  attribute  1980 ' s  relatively  poor  performance  to  the  lack  of  hone 
Imp  rove  rent,  funds  available  from  normal   lending  sources;     funds  halted  by 
unrealistic  state  usury  laws.     Recent  reports  from  two  leading  trade  publications, 
point  out  that  contractors  nationwide  are  singling  out  Inadequate  financing  - 
either  because  of  exceptionally  high  Interest  rates  or  the  non-availability  of 
loans  because  of  state  usury  law; -as  the  most  important  Issue  presently  affecting 
the  remodeling  Industry. 

1981  performance  figures  released  by  the  Bureau  of  the  Census  in  June 
indicate  that  first  quarter  expenditures  ($8.7  billion)  are  substantially  below 
those  of  the  first  quarter  of  1990  (}9.2billion)  on  a  seasonally  adjusted  basis, 
and.  Indeed  are  well  below  those  for  any  quarter  of  1990.    Again,  the  functional 
unavailability  of  funds  resulted  because  the  required  market  rate  returns 
exceeded  state  usury  levels  In  almost  half  of  the  states.    This,  In  the  view 
of  most  Industry  statisticians,  accounted  for  much  of  the  poor  performance. 
Special  importance  of  these  figures  lies  in  the  fact  that  hone  Improvement, 
rehabilitation  and  remodeling  are  the  only  real  answers  to  our  nation's  growing 
housing  shortage  In  the  face  of  a  sharp  housing  starts  decline.     Host  Americans 
who  are  actively  in  the  market  for  housing  cannot  now  afford  new  construction. 
Record  high  prices  and  unusually  high  mortgage  Interest  place  most  buyers  out 
of  the  new  home  market.     The  remodeling  of  existing  homes  has  to  be  the 
realistic  answer  for  most.     Recognizing  this  fact,  it  become  apparent  that  unless 
deterrents  to  home  Improvement  lending  are  swept  away,  the  nation  will  find  Itself 

in  a  situation  whereby  housing  Inventory  will  be  critically  short  of  demand. 
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The  statement  of  the  Federal  Hon  Loan  Mortgage  Corporation  before  this 
sub-committee  demonstrated  that  ■  dramatic  turnaround  took  place  In  the 
so-called  restrictive  Interest  usury  states,  when  federal  rates  preempted 
low  first  Mortgage  rates  under  the  1980  Federal  Preoption  law.  A  similar 
result  would  almost  certainly  follow  were  home  owners  able  to  fund  much 
needed  home  Improvements  and  energy  conservation  Installations.  Vastly 
Increased  home  lending  activity  In  Hew  York  and  other  states  after  a  state 

usury  law  revision,  point  to  that  conclusion. 

Ill 
Finally,   It  Should  also  be  pointed  out  that  American  hone  owners  have 
demonstrated  more  than  a  willingness  to  Join  the  vital  national  crusade  for 
energy  conservation.  IRS  figures  and  Information  available  through  the  Department 
of  Energy  show  that  home  owners  have  taken  up  the  conservation  cause.     Clearly  a 
top  priority  for  this  age,  energy  conservation  has  been  considerably  slowed 
because  of  the  unavailability  of  funds  in  many  of  the  nation's  housing  centers, 
while  the  country  clearly  supports  increasing  energy  conservation  In  the  home, 
this  vital  national  Interest  has  been  heavily  hit  by  the  virtual  absence  of  home 
Improvement  and  energy  conservation  funds  in  the  restrictive  usury  lew  states. 

This  legislation  would  serve  as  a  much  needed  boost  to  the  quality  and  availability 
of  the  nation's  housing.     At  the  sane  time  it  would  allow  home  owners  to 
support  our  nation's  energy  conservation  goals,  a  central  priority  in  the 
national  commitment  towards  a  long  term  solution  of  the  energy  crisis. 
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The  National  Home  Improvement  Council  thanks  the  subcommittee 
for  this  opportunity  to  submit  these  views  1n  support  of 
S.1406  and  related  legislation. 

Respectfully  submitted  for  the  National  Home  Improvement  Council. 


(Ltyui-H 
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STATEMENT  OP 
NATIONAL    RETAIL  MERCHANTS    ASSOCIATION 

The  National  Retail  Merchants  Association  (NRMA) 
is  pleased  to  have  the  opportunity  to  submit  this  statement 
tor  the  record  in  hearings  on  S.963  ana  S.1406,  legislation 
offered  to  address  the  problems  caused  by  restrictive  finance 
charge  rate  ceilings. 

NRMA  is  a  non-profit   national   trade  association  with 
over  3,500  corporate  members.      These  businesses  range  in  size 
from  small  specialty  shops   to  the  nation's   largest  department 
stores,    although   the  majority  of  NRMA's  members  are  small 
businesses   with   sales   of   under    1    million   dollars   annually. 
NRMA's  members  operate  more  than  40,000  department,   chain  and 
specialty  stores   in  the  general  merchandise  retail    industry 
throughout   the  United   States   and    these   stores   account   for   over 
100  billion  dollars   in  sales  annually,   at   least  half  of  which 
are   credit   sales.      Every   member   of   NRMA   is    concerned   with   the 
subject  of  regulation  of   the  cost  of  consumer  credit  because 
virtually  all  of   them  extend  credit  directly  through  their  own 
plans  or   indirectly   by  accepting  third-party  credit  cards. 

NRMA   advocates   the   elimination   of   unrealistically    low 
ceilings  upon  the  permissible  rate  of  finance  charges,      with 
respect   to  the  two  bills  proposed   to  deregulate  the  price  of 
credit,   however,   NRMA  cannot   support  either  bill    in  its  present 
form.      The  approach  of  S.9t>3   is  unacceptable  because  that  bill 
would  merely  provide  a  temporary  preemption  of  state-imposed 
rate  ceilings  until  April    1,    1983  and,   moreover,    a  federally- 
imposed   ceiling  would  be  substituted  for  those  currently 
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mandated  by  the  states.   Further,  the  ceiling  proposed  in 
S.963  would  be  a  variable  rate  ( i.e. ,  one  percent  above  the 
discount  rate,  including  any  surcharge,  on  90-day  commercial 
paper  in  effect  at  the  Federal  Reserve  Bank  in  the  Federal 
Reserve  district  where  the  creditor  is  located).   Por  open  end 
creditors,  a  variable  rate  ceiling  can  present  significant 
operational  problems,  such  as  the  need  for  constant  modifica- 
tion of  computer  programs  when  applying  changing  periodic 
rates,  allocating  different  rates  to  different  account  bal- 
ances, modifying  Millions  of  account  agreements  to  provide  for 
variable  rate  financing  or,  in  the  alternative,  nailing  to 
all  accounts  notices  of  change  in  terms  required  by  state  and 
federal  law  each  time  the  rate  is  increased.   This  approach  is 
so  problematic  and  frought  with  uncertainty  that,  in  our  view, 
it  is  far  more  unacceptable  than  retaining  the  status  quo. 
Retailing  strongly  opposes  substitution  of  regulating  the  cost 
of  consumer  credit  on  the  state  level  with  such  regulation  on 
the  federal  level,  and  this  includes  the  enactment  of  legisla- 
tion imposing  any  type  of  federal  ceiling,  variable  or  fixed, 
on  the  price  of  credit. 

In  contrast,  we  support  the  concept  of  deregulation 
embodied  in  S.1406.  Although  NRHA  cannot  support  any  legisla- 
tion which  provides  for  returning  to  the  states  control  of  the 
cost  of  credit,  because  that  is  conceptually  incompatible  with 
the  principle  that  the  price  of  any  good  or  service  should  be 
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controlled   only   by  competitive   market    forces,    the   approach  of 
S.1406    is   vsstly    preferable    to    that   of   S.963. 

Congress   has    taken  a   number  of    actions    to   streamline 
regulatory   programs    and   make    them  sore    responsive    to  the 
market.      In  the  past   five  years  regulatory  programs   that 
controlled  prices  have  been  substantially  dismantled   in  such 
diverse  areas  as  securities   brokerage  fees,   natural  gas, 
airlines,    and   trucking.       In   the    field   of    finance,    as  you   know, 
the  Depository   Institutions  Deregulation  and  Monetary  Control 
Act  of    i960  provides,   among  other  things,    federal  preemption  of 
state  usury   laws  applying   to  first  mortgages,   mobile  home   loans 
and  certain  business  and   agricultural  credit.      Thus,   Congress 
has   demonstrated   a  willingness  to  remove  stringent   regulation 
Mhen   It   can  be   shown   that   the  controls  cause  problems   for 
consumers   that  would  be  redressed  by  permitting  the  market   to 
set   rates.      As  we  will  explain   in  some  detail,    from  the  stand- 
point of   retailing   problems   attributable   to  restrictive   rate 
ceilings  have  reached   such  magnitude  that   immediate  action   is 
justified. 

hrha  supports  decontrol  of  the  price  of  credit.  Mhen 
alternative  sources  for  a  service  are  available  and  information 
is  available  on  which  to  base  the  decision  whether  and  from 
whom  to  buy,  the  market  adequately  controls  rates.  As  part  of 
the  current  trend  of  regulatory  reform  legislation  and  admini- 
strative action,  now  is  a  propitious  time  to  consider  abolition 
of   state   limits  on   finance  charge   rates   for  consumer  credit. 
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As  to  the  economic  question  of  whether  retailers  need 
preemption  of  state  ceilings  on  finance  charges,  we  believe 
that  this  issue  should  no  longer  be  subject  to  serious  debate- 
American  consumers  now  hold  more  than  300  million 
charge  accounts  —  30-day  and  revolving  —  at  retail  stores. 
Thus,  the  extension  of  credit  has  become  an  integral  part  of 
the  retailer's  business.   In  some  instances,  credit  represents 
as  much  as  75  percent  of  a  retailer's  total  sales  and  the 
average  for  most  retailers  exceeds  50  percent. 

The  operation  of  revolving  credit  plans  necessarily 
involves  substantial  costs,  including  those  in  the  following 
areas:   the  opening  of  the  account,  such  as  evaluation  of 
creditworthiness;  the  maintenance  of  the  account]  the  collec- 
tion of  the  account,  such  as  preparation  and  mailing  of  monthly 
statements;  the  cost  of  borrowing  the  funds  to  finance  the 
customer's  account;  and  the  cost  of  bad  debt.   All  of  these 
costs  are  necessary  to  afford  the  consumer  the  convenience  and 
flexibility  which  revolving  credit  offers. 

The  results  of  two  studies  conducted  by  the  national 
accounting  firm  of  Touche,  Ross,  Bailey  t   Smart  confirm  that 
for  most  retailers  the  cost  of  maintaining  charge  plans  exceed 
any  revenues  derived  from  such  plans.—'   These  findings  are 


V  Touche,  Ross,  Bailey  i   Smart,  Economic  Characteristics 
oT  Department  Store  Credit,  National  Retail  Herchants  Associa- 
tion { (969) ;  Touche,  Ross,  Bailey  i   Smart,  Study  of  Consumer 
Credit  Costs  in  Department  Stores,  National  Retail  Herchants 
Association  (1963).   The  1973  study,  covering  eleven  department 

[footnote  continued  on  next  page) 
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further  confirmed  by  more  recent  studies.—' 

Unless  retailers  can  profitably  extend  credit,  they 
will  continue  the  current  trend  of  abandoning  their  own  credit 
plans  and  turning  to  third-party  credit.   This  trend  is  not  in 
consumers'  beat  interests.   Without  the  competitive  pressure  of 
retail  operated  credit  plans  there  is  less  incentive  for 
financial  institutions  to  strive  continually  for  the  greatest 
efficiencies  and  lowest  possible  operating  costs  in  their 
credit  card  plans. 

Retailers  deserve  attention  in  terms  of  rate  relief. 
They  traditionally  reach  deeper  into  the  universe  of  credit- 
worthy applicants  than  do  other  creditors.   Because  the  retailer 
operates  the  in-house  credit  facility  as  an  adjunct  to  the  sale 
of  goods  and  services,  there  is  an  incentive  to  extend  credit 

[footnote  continued  from  preceding  page] 

store  chains  and  eighty  stores,  found  that  for  the  average 
active  revolving  charge  account  total  credit  costs  exceed 
finance  charge  revenues  ($13.64  in  costs  as  compared  to  $11.82 
In  revenues)  —  a  deficiency  amounting  to  approximately  1.3% 
of  the  value  of  total  credit  sales.   The  1969  study  found  a 
deficiency  of  finance  charge  revenue  as  compared  to  the  cost 
of  administering  a  revolving  account  plan  amounting  to  approx- 
imately 2.3%  of  credit  sales,  assuming  an  unrealistically 
low  6t  cost  of  capital. 

V  Arthur  Anderson  s  Co.,  Study  of  Finance  Charges  and  Related 
Expenses  of  Revolving  Credit  Accounts  of  Four  Connecticut 
Retailers,  Connecticut  Retail  Merchants  Association  (1972);  Dr. 
Roland  Stuck i,  Utah  Consumer  Credit  Report  ( 1970] »  Ernst  and 
Ernst,  Retail  Credit  6peratlons  Study  (1971)?  Peat  Harwick  d 
H i tche ll.  Determination  of  Credit  Revenue  and  Related  Costs 
(1971);  Retail  Store  Credit  Card  Use  in  Hew  York,  Bhay  and 
Dunkelberg  in  Cooperation  with  Touche,  Ross  &  Co.  (1973). 
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to   the  broadest  possible  range  of  creditworthy  applicants.     One 
study  has  revealed   that  more   than  twice  as  many  consumers  with 
an  annual   family   income  of  under  $15,000  used  retail  store 
charge   accounts   than   used   bank   credit   cards.—' 

Another  Study  which  may  explain  this  phenomenon 
indicated  that  retailers  accept  75  percent  of  all  credit 
applicants,  as  compared  to  an  acceptance  rate  of  about  50 
percent  for  credit  cards  issued  by  financial  institutions. — ' 
Therefore,  retailers  are  concerned  that  increasing  finance 
charge  losses  —  an  inevitable  result  of  continually  increasing 
operating  and  financing  costs  coupled  with  ceilings  on  finance 
charge  rates  —  will  eliminate  them  as  an  alternative  source  of 
credit  for  consumers.   We  oppose  this  trend  toward  further 
concentrating  the  credit-granting  function  in  the  hands  of 
fewer  creditors,  because  of  the  adverse  consequences  for 
merchants  as  well  as  for  their  customers.   Higher  charges  and 
reduced  diversification  in  the  nature  of  the  credit  terms  are 
the  natural  consequences  of  eliminating  alternative  sources  of 
credit,   nrma  is  thus  unalterably  committed  to  promoting  the 
widest  possible  variety  of  alternative  sources  of  credit. 

United  States, 


**/   James  P.  Smith,  Former  Senior  Economist,  Federal  Reserve 
Board,  A  summary  of  data  drawn  from  a  variety  of  sources. 
Quarterly  Report  of  the  Conference  on  Personal  Finance  Law, 
Winter  1976. 
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The  National  Commission  on  Consumer  Finance  analysed 
retail  credit  and  concluded  that  if  revenue*  ace  not  at  least 
equal  to  the  cost  of  extending  credit,  the  following  adverse 
consequences  are  likely:   retailers  will  reduce  the  availability 
of  credit  by  eliminating  consumers  (generally  the  higher  risk 
consumers)  from  those  to  whom  credit  is  extended;  and  cash 
customers  will  be  forced  to  subsidize  credit  customers  by 
virtue  of  necessary  increases  in  cash  prices  to  cover  the 
deficiency  between  the  costs  of  extending  credit  and  revenues. 
The  Commission  specifically  disapproved  the  notion  of  selecting 
any  type  of  service  provided  by  a  retailer,  including  credit, 
and  legally  requiring  it  to  be  extended  at  a  loss. 

Retail  sales  are  financed  basically  in  two  ways  — 
In -house  credit  extensions  (via  retailers'  open  end  plans  or 
closed  end  installment  contracts)  and/or  third  party  credit 
(both  open  end  and  closed  end  credit).   Unrealistic  rate  ceilings 
inhibit  both  types  of  financing.  Thus,  it  is  unnecessary  to 
distinguish  between  the  absence  of  profitability  of  in-house 
versus  third-party  financing  for  the  purposes  of  this  discus- 
sion.  Both  forms  of  financing  have  been  demonstrated  to  be 
unprofitable  and  it  serves  no  purpose  to  argue  that  restric- 
tions in  rates  applicable  to  one  type  of  creditor's  extensions 
should  be  removed  while  restrictions  on  other  creditors  should 
remain.  While  the  dynamics  of  the  problem  may  differ  in 
degree,  the  problem  is  the  same.   That  is,  the  costs  of  extend- 
ing credit  exceed  the  revenues  obtainable  under  the  rates  of 
most  state  laws. 
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In  addition  to  the  detriment  to  creditors,  consumers 
are  hurt  by  rate  ceilings.  When  creditors  cannot  profitably 
extend  credit,  they  stop  altogether,  as  waG  the  case  with 
mortgage  loans  until  recently,  or  they  drastically  reduce  the 
availability  of  credit,  illustrated  by  the  recent  lack  of 
credit  to  finance  automobile  loans.   This  phenomenon  has  been 
demonstrated  over  and  over,  whether  it  is  manifested  in  a 
particular  locale,  illustrated  by  the  absence  of  consumer 
finance  companies  operating  in  the  District  of  Columbia,  or 
nationally,  as  in  the  case  of  the  virtual  cessation  of  lending 
by  credit  unions  while  the  federal  ceiling  remained  at  12%. 

Another  source  of  injury  to  consumers  comes  about  by 
the  subsidy  of  credit  costs  by  those  who  pay  cash,  when  finance 
charge  revenues  cannot  sustain  a  credit  program.   In  addition 
to  reduced  availability  of  credit,  except  to  those  who  are  the 
most  affluent  consumers,  there  is  the  inevitable  increase  in  the 
cash  price  of  goods  by  retail  creditors  to  compensate  for  lost 
credit  revenues.   Thus,  consumers  who  choose  not  to  use  credit 
or  who  cannot  qualify  for  credit  pay  part  of  the  cost  incurred 
as  the  result  of  other  consumers  who  do  use  credit.   This  simply 
is  not  a  fair  system  of  pricing.   The  key  to  fair  prices  for 
any  commodity  or  service  is  competition  among  those  who  provide 
that  commodity  or  service. 

Consumer  credit  regulation  is  an  emotional  issue.  It 
would  be  simplistic  to  equate  the  price  of  debt  to  the  price  of 
air  travel.   The  regulation  of  consumer  credit  is  an  extremely 
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complex  field  involving  the  interplay  of  economic  and  social 
issues.   It  Is  important  to  emphasize,  however,  that  supporting 
deregulation  of  the  price  of  credit  does  not  mean  that  all 
existing  state  law  should  be  eliminated.   To  the  contrary, 
there  is  a  need  to  continue  certain  types  of  protections  in  the 
field  of  consumer  credit,-''  just  as  deregulation  in  the  field  of 
air  travel  has  not  displaced  the  need  for  regulations  to  ensure 
air  safety. 

The  National  Commission  on  Consumer  Finance — '  iden- 
tified four  reasons  that  are  most  often  used  to  justify  rate 
ceilings: 

o     to  redress  unequal   bargaining  power; 

o     to  avoid  overburdening   consumers  with  excessive  debts] 

o     to  administer  credit  grantors  as  public  utilities; 

o  to  assure  that  consumers  pay  fair  rates  for  credit. 

The  Commission  carefully  analyzed  each  of  these 

reasons  to  see  if  the  current  form  of  regulation  fulfilled  the 

goal.  The  Commission's  conclusion  bears  repeating: 

".  .  .  the  Commission  must  conclude  that,  on  bal- 
ance, rate  ceilings  are  undesirable  when  markets 
are  reasonably  competitive.  Imposition  of  rate 
ceilings  on  consumer  credit  transactions  neither 
assures  that  most  consumers  will  pay  a  fair  price 
for  the  use  of  credit  nor  prevents  overburdening 

n   collection   remedies,   disclosure   of 
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them  with  excessive  debt.   The  public  utility 
approach  to  rate  making  in  the  field  of  consumer 
credit  is  neither  theoretically  sound  nor  feasible 
although  it  can  serve  as  a  reminder  that  legisla- 
tors must  recognize  the  relationship  between  costs 
and  credit  sizes  if  they  do  set  rate  ceilings."*/ 

Most  of  the  arguments  used  to  support  rate  ceilings 
are  predicated  on  a  failure  of  competition  to  provide  consumer 
credit  at  reasonable  prices.   Unequal  bargaining  power  results 
from  the  inability  of  the  consumer  to  take  his  or  her  business 
elsewhere.   Thus,  the  public  utilities  are  subjected  to  economic 
regulation  because  they  are  natural  monopolies  in  which  competi- 
tion is  impractical;  we  believe  that  a  competitive  market  will 
determine  what  is  a  "fair"  rate  better  than  any  statute  or 
regulatory  body  can. 

In  sum,  it  is  the  position  of  nrma  that  sufficient 
competition  exists  to  nullify  the  reasons  usually  given  for 
finance  charge  ceilings  and  that  the  side  effects  from  the 
ceilings  cause  more  harm  than  any  benefits  that  might  result. 
If  that  is  the  case,  then  rate  ceilings  should  be  abolished 
and  a  system  of  regulation  relied  upon  that  ensures  that 
consumers  are  provided  adequate  information  with  which  to  make 
informed  choices,  which  is  already  the  case  for  all  forms  of 
credit  subject  to  the  Truth  in  Lending  Act.   This  removal  of 
rate  ceilings  would  not  affect  other  regulatory  provisions  that 
ban  the  discriminatory  granting  of  credit,  unfair  collection 
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practices,  and  other  aspects  of  the  debtor/creditor  relation- 
ship which  are  regulated.   Its  sole  function  would  be  to  permit 
those  who  grant  credit  to  charge  the  fair  market  value  for  the 
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STATEMENT  OF  THE 
'  ,         AMERICAN  RETAIL  FEDERATION 

The  American  Retail  Federation  (ARF)  is  taking  this 
opportunity  to  present  for  the  record  its  views,  comments, 
and  suggestions  regarding  S.1406,  the  Credit  Deregulation 
and  Availability  Act  of  1981.   arf  is  grateful  to  the 
Committee  and  its  staff  for  this  opportunity  to  make  known 
its  views  on  this  important  legislation. 

Membership  in  ARF  consists  of  33  national  retail  trad* 
associations,  50  state  retail  associations,  the  Greater 
Washington  Board  of  Trade,  as  well  as  corporate  members. 
Through  its  members,  ARF  represents  more  than  one  million 
retail  establishments. 

The  majority  of  retailers  represented  through  the 
Federation  offer  or  extend  consumer  credit  in  some  form. 
For  that  reason,  ARF  is  vitally  interested  in  issues 
affecting  the  availability  of  consumer  credit.   Certainly, 
the  matter  of  rate  ceilings  is  one  of  the  primary  such 
issues.   Thus,  ARF  is  gratified  at  this  opportunity  to 
present  its  views. 

In  principle,  ARF  endorses  with  enthusiasm  the  purpose  of 
8.1406.   However,  as  explained  more  fully  later  in  this  state- 
ment, the  Federation  is  opposed  to  the  provisions  of  amended 
5512(b)  and  new  5533(b)  CD,  both  of  which  permit  states  to 
opt  out  of  the  federal  preemption.   Thus,  ARF  cannot  support 
the  bill  as  drafted. 

Bate  relief  is  absolutely  essential  to  the  continued 
economic  health,  of  the  retail  industry,  because  the  laws  of 
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most  states  currently  impose  unreal is tically  low  ceilings 
on  the  rates  of  finance  charge  that  can  be  assessed  by 
retailers  on  consumer  credit  accounts.   Those  laws  actually 
limit  the  maximum  rates  of  finance  charge  to  levels  below 
the  cost  of  the  capital  necessary  to  fund  accounts  receivable, 
and  certainly  below  today's  total  credit  operating  costs. 
Said  another  way,  the  functional  cost  of  extending  retail 
consumer  credit  exceeds  the  credit  revenues  (i.e.,  finance 
charges]  available  under  the  laws  of  most  states.   And,  re- 
tailers cannot  make  up  that  negative  spread  on  volume. 

Not  only  are  the  rate  ceiling  laws  of  mast  states  fixed 
at  uneconomic  levels,  but  costs  continue  to  rise..  Labor, 
postage,  and  the  cost  of  borrowed  funds  —  to  say  nothing 
of  bad  debt  losses  from  personal  bankruptcies  —  are  all 
Important  components  of  the  cost  of  extending  consumer  credit, 
and  they  are  all  continuing  to  increase.   If  retailers  are 
not  able  to  offset  these  operating  costs  through  realistic 
rates  of  finance  charge,  the  inevitable  result  will  be 
either  a  reduction  in  the  availability  of  consumer  credit, 
or  a  subsidization  of  credit  through  an  increase  in  retail 
prices,  or  both. 

If  retail  credit  availability  is  reduced,  it  will  un- 
doubtedly be  the  lower  income,  less  creditworthy  c 
those  who  most  need  access  to  reasonable  amoui 
credit  —  who  will  suffer.   If  it  becomes  necessary  to  increase 
retail  prices  in  order  to  subsidize  credit  losses,  those 
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customers  who  pay  cash,  whether  by  choice  or  as  a  result  of 
reduced  credit  availability,  will  be  paying  part  of  the 
freight  for  the  credit  customers.   Neither  result  would  be 
socially  or  economically  desirable. 

Quite  aside  from  the  social  impact  of  credit  rationing 
through  artificial  rate  ceilings,  the  imposition  of  any 
statutory  rate  ceilings  runs  contrary  to  the  other  economic 
forces  at  work  in  the  marketplace. 

The  retail  industry  is  based  on  free,  open,  and  vigorous 
competition.   Every  day,  retailers  compete  on  the  bases  of 
prices,  quality  and  selection  of  merchandise,  service,  and 
an  almost  infinite  array  of  other  considerations  that  in- 
fluence a  consumer's  decision  to  buy  a  particular  product 
or  service  from  a  particular  retailer.  The  actual  cost  of 
merchandise  to  the  retailer,  combined  with  competitive 
market  conditions,  determine  the  price  at  which  that  mer- 
chandise is  offered  for  sale  and  the  attendant  services 
available  with  it.   For  example,  the  price  of  a  15  cubic 
foot  refrigerator  Is  baaed  upon  the  cost  of  that  refrigerator 
to  the  retailer  and  the  competitive  market  conditions  in 
which  it  is  sold.   It  makes  no  economic  sense  at  all,  there- 
fore, for  artificial  statutory  restraints  to  fix  the  price 
for  financing  the  purchase  of  that  refrigerator,  particularly 
in  view  of  the  fact  that  the  cost  of  financing  it  is 
typically  only  a  fraction  of  the  cost  of  the  refrigerator 
itself. 
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arf  urges  that  the  cost  of  the  credit  service  be  subject 
to  the  sane  econoMic  consider at ions  involved  in  pricing  the 
goods  and  other  services  soldi  the  cost  to  the  supplier 
and  competition  in  the  market  in  which  it  is  offered  for 
sale.   It  ia  not  sound  economic  policy  to  regulate  the 
prices  at  which  a  service  (i.e.,  credit)  can  be  sold  when 
the  coats  of  that  service  continue  to  rise  unabated. 

In  addition  to  the  social,  economic,  and  marketplace  con- 
siderations involved  in  artificial  rate  ceilings,  there  is 
also  the  matter  of  practical  operating  problems.   Unlike 
national  banks,  retailers  are  not  permitted  to  impose  finance 
charges  on  all  customers  based  on  the  rate  ceilings  of  the 
state  in  which  they  maintain  their  main  offices.   Thus,  vari- 
ations in  rate  ceilings  from  state  to  state  impose  significant 
operating  burdens  on  retailers  that  operate  across  state  lines. 
They  must  assess  finance  charges  selectively  on  one  of  several 
alternative  bases,  such  as  the  rate  structure  of  the  customer's 
state  of  residence  or  the  rates  permitted  by  the  state  in  which 
the  sale  was  made. 

Retailers  that  have  a  significant  customer  base  in  several 
states  must  maintain  operating  procedures  to  classify  custo- 
mers or  transactions  by  rate  ceiling  category  and  impose  the 
respective  rate  or  rates  applicable  to  each  category.   The 
burden  is  even  greater  for  retailers  that  have  a  substantial 
mail  order  operation.  The  essential  fact  is  that  it  makes 
little  economic  sense  —  and  imposes  significant  economic 
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and  operating  burdens  —  to  have  one  credit  office  located, 
for  example,  in  Dallas,  billing  customers  in  a  five-state 
area  under  five  different  rate  structures. 

Accordingly,  the  American  Retail  Federation  favors  removal 
of  all  ceilings  on  rates  of  finance  charge  which  may  be 
imposed  on  extensions  of  consumer  credit,  thereby  allowing 
natural  market  forces  (including  competition)  to  set  market 
rates.   He  believe  that  the  removal  should  be  permanent  and 
should  apply  to  all  rate  ceilings,  both  state  and  federal. 

In  this  connection,  it  is  essential  that  Title  I  of 
S.  14(16  relating  to  business  and  agricultural  credit  be  a 
part  of  any  rate  preemption  package  dealing  with  consumer  credit. 
Otherwise,  in  mixed  purpose  credit  extensions,  a  retailer  would 
be  faced  with  splitting  an  account  balance  and  imposing  state 
rate  ceilings  for  business  and  agricultural  credit  on  a  part 
of  the  balance  while  the  remainder  of  the  balance  remained 
free  from  any  ceiling.   This  would  be  a  significant  problem; 
indeed,  for  the  majority  of  retailers,  it  would  be  impossible. 

For  example,  if  a  painting  contractor  came  into  the  local 
department  store  and  charged  two  tires  for  his  pickup  truck 
used  in  business,  a  pair  of  school  shoes  for  his  teenager! 
son,  and  a  package  of  birdseed  for  his  daughter's  parakeets, 
the  merchant  would  be  faced  with  the  task  of  imposing  state 
rate  ceilings  for  business  credit  on  the  balance  applicable 
to  the  tires,  while  the  remainder  of  the  credit  extension 
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uouid   remain   free  of  ca*«  ceilings  if  Title   II  of  3-14QC 

wsra    enacted    into    Law.       ClearLy,    «iu;ti  *   trecpUaWir?   sctamm 
'*ouid   be  unworkable. 

Oar  priacipal  objection,  to  S-14U6   is  els*  rothorxey  of  O* 
states  to  ope  out  of   the   federal  cgeemptlcn  within  three 
years  of   the  effective  data  of  the  act.      «e  see  do  sound 
economic  or  other  reason  to  permit  a  balkanization  of  credit 
marketa  by   selective  re  imposition  of  rate  ceilings  by  etate 
legislatures.      After  all,    the  eajor  coses   involved  ia  ex- 
tending and  servicing  consumer  credit  are  uniform  or  nearly 
uniform  nationwide. 

For  example,  postage  costs  are  absolutely  uniform.  Ibi 
coats  of  capital,  vith  minor  variations  by  geographic  region, 
tend  coward  uniformity?  the  prima  rate  in  Kew  York  typically 
is  the  same  as  the  prime  rate  in,  say,  Chicago.  Bonaton,  and 
San  Francisco. 

The   coat*  of  processing  and  billing  equipment,    whether 
rented  or  purchased,    tend  to  be  uniform,    because   the   suppliers 
(e.g.,   Control   Data,    IBM,    and  Honeywell)    are  national  companies 
with  national  prices.      Even  the  coat  of  labor,    although  among 
the  moat   variable  of  the  cost  components,    is   subject  to  a 
nationwide   floor:      the   federal  minimum  wage  which  now  stands 
at  13.35  per  hour. 

The  essential    fact   is   that  the  vast  majority  of  coats 
Involved   in  making  consumer  credit  available   are  set  by  federal 
laws   and/or   regulations  and  by  a  national  market  that  supplies 
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goods  and  services  to  retail  credit  departments. 

Where  there  are  variations  in  costs  from  region  to  region 
{e.g.,  prevailing  wage  rates),  competition  will  tend  to  fashion 
rate  structures  that  reflect  these  differences.  For  example, 
if  prevailing  wage  rates  and  building  occupancy  costs  are 
lower  in  region  "A"  than  in  region  "B"  and  all  other  costs 
are  uniform,  competition  in  region  "A"  will  tend  to  force 
rates  down  to  reflect  lower  costs  —  provided  competition 
is  allowed  to  work  unfettered  by  artificial  rate  constraints. 

Given  the  realities  of  our  nationwide  economy,  AHF  cannot 
support  the  provisions  of  amended  5512(b)  and  new  S533  (b)(1) 
of  S.1406  that  permit  states  to  reject  the  federal  preemption. 
Theae  provisions  are  an  open  invitation  for  the  states  to 
continue  tinkering,  essentially,  with  the  availability  of 
consumer  credit.   As  noted  earlier  in  this  statement,  differing 
rate  ceilings  from  state  to  state  impose  economic  and  operational 
burdens  on  creditors  (other  than  national  banks) ,  and  the 
American  Retail  Federation  cannot  support  any  such  measures. 

ARF  is  grateful  for  the  opportunity  to  present  its  views. 
The  Federation  will  be  delighted  to  cooperate  with  the  Sub- 
committee or  its  staff  in  suggesting  changes  to  implement 
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Senator  John  Tower 

Chairman 

Subcommittee  on  Financial 

Institutions 
5300  Dirksen  Senate  Office  Building 
Washington,  D.C.    20510 

Dear  Senator  Toweri 

On  behalf  of  the  American  Ski  Federation,  I  would  like  to 
commend  you,  Senator  Lugar  and  jour  committee  for  Its 
efforts  on  the  development  and  thoughtful  consideration  of 
S.  1106,  the  Credit  Deregulation  and  Availability  Aot  of 
1981.   Attached  Is  a  statement  from  the  American  Ski 
Federation  In  support  of  S.  1406.   I  respectfully  request 
that  our  statement  be  included  in  the  hearing  reoord  of  the 
reoent  hearings  held  before  the  Financial  Institutions 
Subcommittee  on  S.  1406, 

The  American  Ski  Federation  represents  the  interests  of  the 
U.S.  ski  industry.  Our  membership  includes  manufacturers 
and  retailers  of  ski  equipment  and  apparel  and  ski  area 
operators.  These  three  segments  of  our  membership  In  par- 
ticular are  concerned  about  the  negative  impact  that 
Increasing  unavailability  of  consumer  credit  is  having  and 
oan  have  on  the  ski  sport. 


Thank  you  for  your  consideration  of  our  request. 
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STATEMENT  OF 

THE  AMERICAN  SKI  FEDERATION 

IH  SUPPORT  OF  S.  1406 

JUL!  22,  1981 


The  American  Ski  Federation  <ASF)  represents  the  Interests 
of  the  ski  Industry.  Our  membership  lnoludes  ski  area  operators, 
manufacturers  and  retailers  of  ski.  equipment  and  apparel,  akl 
touring  operators,  professional  ski  instructors  and  the  ski 
patrol  systen.   Attached  Is  a  complete  list  and  brief  description 
of  ASF  member  organizations. 

ASF  believes  skiing  is  a  healthy  sport  that  contributes 
to  the  physical  and  mental  well-being  of  Its  participants. 
Further,  the  ski  sport  is  and  can  be  enjoyed  by  a  wide  range 
of  the  American  population. 

The  American  Ski  Federation  Is  concerned  about  the  negative 
impact  that  Increasing  unavailability  of  consumer  credit  Is 
having  and  aan  hava  on  the  akl  sport.   Ski  equipment  and  apparel 
purchases  as  well  as  certain  costs  of  ski  area  visits  are  regu- 
larly financed  by  skiers  using  a  credit  card,  most  often  a  bank 
card,  such  as  MasterCard  or  Visa.   Bank  card  Industry  reports 
show  that  Increasing  numbers  of  banks,  especially  small  looal 
banks,  are  being  forced  to  terminate  or  restrict  bank  card  ser- 
vices in  states  that  have  usury  ceilings  and/or  prohibit  annual 
or  transaction  fees  for  bank  card  use. 
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Reduction  In  bank  card  services  to  consumers  Is  detrimental 
to  the  U.S.  3kl  industry  which  19  now  recuperating  from  two  con- 
secutive down  seasons.   Potential  customers  of  U.S.  akl  retail 
shops  oust  Indefinitely  postpone  purchases  until  credit  becomes 
more  readily  available.   Retailers  are  thus  unfairly  hurt  by  credit 
restrictions  Imposed  by  state  uaury  ceilings. 

3.  1106  provides  equitable  solutions  to  difficulties  posed 
by  current  state  regulation  of  consumer  credit.   S.  1406  restores 
consumer  credit  to  the  dictates  of  a  competitive  free  market 
system  without  interfering  with  consumer  protection  laws.  In  so 
doing,  It  eliminates  unfair  restrictions  on  retailers  who  depend 
on  availability  of  conaumer  credit  to  Americans  who  choose  to  use 
it.   For  these  reasons,  the  American  Ski  Federation  supports  S.  1106 
and  commends  the  subcommittee  for  its  efforts  in  consideration  of 
this  legislation. 
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to  8   12  oo  W 'B| 

August   6,    1981 


Washington,  DC   20510 

Dear  Mr.  Chairman: 

The  Motorcycle  Industry  Council  wishes  to  express  wholehearted 
support  for  £.  1406,  the  "Credit  Deregulation  and  Availability 

association  that  represents  manufacturers  and  distributors  of 
motorcycles  and  members  of  the  motorcycle  aftennarket. 

S.  1406  would  completely  preempt  all  State  usury  ceilings  on 
consumer  credit  and  also  eliminate  the  Federal  ceiling  that 
controls  the  rate  of  interest  that  can  be  charged  by  Federal 
credit  unions.  The  bill  would  continue  the  precedent  set  by 
the  Depository  Institutions  Deregulation  Act  of  1980  in  the 
area  of  mortgage  credit  and  thereby  free  up  the  market  for  all 
types  of  consumer  credit  transactions. 

Unnecessarily  restrictive  State  usury  ceilings  have  prevented 
motorcycle  dealers  from  arranging  financing  for  thousands  of 
prospective  purchasers  in  recent  months.   In  fact,  credit 
limitations  have  become  the  greatest  deterrent  to  sales  in 
the  motorcycle  industry. 


1  Johh  F.  Wetzel 
' Director  J 
Federal  Government  Relations 
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The  Honoru&e  John  Tower 

Subcommittee  on  Financial  Institution 
Committee  on  Banking,  Housing,  and  I'rban  Affair* 
United  States  Senate 
Washington,  D,C.  20510 

&**r  Mr.  Chairman) 

On  behalf  of  the  Mortgage  Bankers  Association  of  America,  the  trade  m 

tenting  this  nation1*   mortgage   banking  industry,  I 

regar-iing  8  M3,  a  bill  to  authorize  loam  af  ' — 

eeilings,  end  S  140*,  •  trill  to  amend  the  Depository  batitutkms  Deregulation  wad  li 

Ury  Control  Act  of  1M0,  and  ask  that  It  be  made  a  part  of  the  hearing;  record. 

The  Mortgage  Bankers  Association  of  America  b  a  nationwide  organization  devoted  ama- 
tively to  the  field  of  mortgage  and  real  estate  finance.  MBA's  membership  cosapriswa 
mortgage  originators,  mortgage  investors,  and  a  variety  of  industry-related  ffcrsss. 
Mortgage  banking  firms,  which  make  up  the  largest  portion  of  the  total  memai  u  slap, 


Mortgage  banking  companies 
Mortgage  Insurance  companies 
Life  insurance  companies 
Commercial  banks 
Mutual  saving*  banks 
Savings  and  loan  associations 
Pension  funds 
Mortgage  brokers 
Title  com  ponies 
State  housing  agencies 
Investment  bankers 
Real  estate  investment  trusts 
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MBA  supports  governmental  policies  that  deregulate  artificial  limits  on  Interest  rates, 
which  impede  the  tree  flow  of  capital.  All  artificial  limits  of  a  similar  nature  should  be 
cleared  away.  In  this  respect,  we  should  like  to  point  out  two  particularly  troublesome 
problems  that  are  beginning  to  Impede  the  free  flow  of  capital  for  home  mortgage  loans 
and  will  ultimately  result  in  higher  Interest  rates  and  a  reduced  availability  of  funds.  The 
problems  we  refer  to  are  the  myriad  of  state  laws  restricting  or  prohibiting  mortgage 
bankers,  who  are  mortgagees  approved  by  the  Department  of  Housing  and  Urban  Develop- 
ment {HUD),  and  state-chartered,  federally  insured  depository  institutions  from  offering 
the  same  types  of  adjustable-rate  mortgages  (ARMs)  that  federally  chartered  lenders  are 
able  to  offer,  and  the  state  laws  that  prohibit  or  restrict  the  exercise  of  due-on-sale 
clauses  in  home  mortgage  loans. 

The  effect  of  these  state  laws  is  pervasive.  Mortgage  bankers,  who  are  HUDepproved 
mortgagees,  and  state-chartered,  federally  Insured  depository  institutions  in  some  28 
states  (see  Exhibit  I,  attached),  will  not  be  able  to  offer  the  ARMs  that  federally  char- 
tered lenders  will.  As  for  due-on-sale,  there  are  restrictive  or  prohibitive  laws  in  IT 
states  (see  Exhibit  n,  attached)  that  affect  federally  chartered  commercial  banks  as  well 
as  the  two  groups  of  lenders  listed  above.  Federally  chartered  lenders  enjoy  a  preemption 
from  state  laws  that  otherwise  would  prohibit  or  restrict  them  from  offering  the  full 
range  of  ARMs  they  are  authorized  to  offer  through  the  regulations  issued  by  the  Federal 
Home  Loan  Bank  Board  (FHLBB)  and  the  Comptroller  of  the  Currency.  Federally  char- 
tered savings  and  loan  associations  also  enjoy  a  preemption  from  state  laws  that  prohibit 
or  restrict  the  exercise  of  due-on-sale  clauses  in  home  mortgage  loans. 


These  state  law  restrictions  and  prohibitions  have  a  direct  and  detrimental  effect  on  both 
the  primary  and  secondary  home  mortgage  markets,  to  the  disadvantage  of  the  home- 
buying  public.  Competition  among  lenders  is  and  will  be  reduced,  thus  lessening  the 
number  of  choices  for  consumers  and  reducing  the  availability  of  funds.  Additionally, 
these  restrictions  will  hamper  the  growth  and  vigor  of  the  secondary  mortgage  market, 
which  is  vitally  needed  to  tap  non-traditional  sources  of  mortgage  capital  in  order  to  meet 
America's  prospective  housing  finance  needs. 

The  state  law  restrictions  and  prohibitions  on  exeroise  of  due-on-sale  clauses  have  already 
disrupted  the  secondary  mortgage  market.  The  two  major  institutional  investors,  the 
Federal  Home  Loan  Mortgage  Corporation  (FHLMC)  and  the  Federal  National  Mortgage 
Association  (FNMA)  have  altered  their  investment  practices  and  procedures  respecting 
loans  originated  In  those  IT  states  listed  In  exhibit  D.  FNMA  requires  a  seven-year  "call 
provision"  to  be  inserted  in  mortgages  originated  in  those  IT  states.  FHLMC  no  longer 
accepts  loans  from  states  where  the  restrictions  on  due-on-sale  are  so  severe  that  lenders 
may  not  even  examine  the  creditworthiness  of  a  third-party  assumptor-  These  actions 
mark  a  significant,  adverse  change  In  the  nationwide  character  of  the  secondary  mortgage 
market  and  will  seriously  Impact  interstate  commerce. 

The  disruption  of  the  mortgage  market  caused  by  restrictions  on  the  enforcement  of  due- 
on-sale  clauses  is  demonstrated  dramatically  in  the  portion  of  the  market  served  by 
FNMA.  As  mentioned  earlier,  FNMA  requires  a  seven-year  call  provision  in  conventional 
mortgages  from  states  with  such  restrictions.  However,  for  mortgages  originated  by 
federally  chartered  savings  and  loan  associations  that  have  the  protection  of  the  FHLBB 
preemption,  this  requirement  is  waived.    The  result  is  that  two  lenders,  with  offices  side- 
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by-side  on  Main  Street,  both  originating  mortgages  for  sale  to  FNMA,  and  both  competing 
for  commitments  in  the  same  FNMA  auction,  cannot  both  offer  prospective  home  buyer* 
the  same  terms.  The  competitive  inequity  In  such  situations  is  obvious  and  works  to  the 
detriment  of  all  potential  home  purchasers. 

The  same  sort  of  side-by-side  inequity  will  soon  occur  among  lenders  offering  ARM!. 
Those  favored  with  a  preemption  from  state  law  will  be  able  to  offer  the  full  panoply  of 
ARMs,  thus  offering  consumers  the  broadest  possible  choice.  Those  without  a  preemption 
will  not.  Ultimately,  consumers  will  be  the  losers. 

MBA  has  drafted  proposed  legislation  (see  Exhibit  [II,  attached)  that  would  remedy  these 
Inequities  by  allowing  all  lenders  to  offer  the  same  array  of  mortgage  loans.  Quite 
simply,  the  proposed  legislation  would  preempt  state  laws  so  that  mortgage  bankers,  who 
are  HUD-approved  mortgagees,  and  state-chartered,  federally  insured  depository  insti- 
tutions could  offer  ARMs  that  conform  to  regulations  issued  either  by  the  Federal  Home 
Loan  Bank  Board  or  the  Comptroller  of  the  Currency.  In  addition,  the  proposed  law  would 
preempt  state  laws  that  prohibit  or  restrict  the  exercise  of  due-on-sale  clauses  for  those 
two  groups  of  lenders  and  federally  chartered  commercial  banks. 

The  proposed  legislation  would  benefit  the  home  buying  public  and  assure  vigorous  compe- 
tition In  the  primary  and  secondary  mortgage  markets  so  that  Americas  home  financing 
needs  will  be  met.  We  respectfully  urge  your  subcommittee  to  consider  and  act  favorably 
upon  legislation  such  as  that  which  MBA  has  proposed. 

Thank  you  for  this  opportunity  to  comment. 


Thomas  T.  Shealy  /  / 

President  \J 


3,0,i,zeab,GOOglC 


STATE 
CALIFORNIA 

COLORADO 

GEORGIA 

HAWAII 
IDAHO 


Statute  may  prohibit  negative  amortization. 

Statute  prohibits  recovery  of  compound  interest. 

OCCC  restrictions  on  balloon  payments  where  Interest  rate 
exceeds  13  percent  may  cause  potential  problems  with 
respect  to  SAMS. 

Statute  prohibits  any  change  In  the  contract  rate  of  interest 
during  the  term  of  a  mortgage  loan.  Problems  for  ell  state 
lenders  with  VRMs,  RRMs,  and  ROMs.  In  addition,  old  ease 
law  prohibits  interest  on  interest.  However,  a  state  statute 
allows  only  state  chartered  S&Ls  to  offer  OPMs  and  specifi- 
cally exempts  them  front  prohibitions  on  adding  deferred 
interest  to  the  principal. 

VRM  statutes  impose  restrictions  for  banks  and  savings  and 
loans.  Poses  problems  for  state  lenders  with  respect  to 
federal  regulations  on  ARMs  and  SAMs.  UCCC  n  "  " 
on  balloon  payments  would  prohibit  SAMs. 


IOWA 


KANSAS 

MARYLAND 
MASSACHUSETTS 


Floating  usury  celling  In  effect- 
Possible  regulatory  restrictions  for  S&Ls  on  VRMs  and  ROMs. 


MICHIGAN 

MINNESOTA 


Statute  prohibits  Increases  in  Initially  effective  Interest  rati 
e  during  the  term  of  tl 
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STATE 

MONTANA 
NEVADA 
NORTH  DAKOTA 

PENNSYLVANIA 
RHODE  ISLAND 

SOUTH  CAROLINA 
TENNESSEE 
TEXAS 
VERMONT 


interest  on  Interest  may  be  prohibited  by  old  case 

Old  ewe  law  may  prohibit  intereat  on  interest. 

State  statute  requires  all  contracts  to  bear  si 
interest  after  maturity  as  they  bear  before  matu 
tial  problem  with  reapeet  to  RRMs  and  ROMs, 
statutory  law  may  prohibit  interest  on  interest. 


Statute  require*  that  U 

must  provide  for  monthly  payments  of  principal  and  fa 

in  substantially  equal  amount*. 

VRHs  prohibited  on  loans  under  $100,000. 

VRM  statute  imposes  potential  restrictions. 

Possible  regulatory  restrictions  for  S&Ls  on  VRHs. 

Possible   regulatory   restrictions   for  bank*  and  S&Ls  with 


VIRGINIA 
WEST  VIRGINIA 


WISCONSIN 
WYOMING 


VRM  statue  Imposes  limitations. 

UCCC  restrictions  on  balloon  payments  may  preclude  SAM*. 


VRM 
ARM 

UCCC 
SAM 


ABBREVIATIONS 
Variable  rate  mortgage 

Adjustable  rate  mortgage 
Uniform  Consumer  Credit  Code 
Shared  appreciation  mortgage 


3,0,i,zeab,GOOglC 


RRM  Renegotiate  rate  mortgage 

ROM  Roll-over  mortgage 

SAL  Savings  and  loan  association 

GPM  Graduated  payment  mortgage 

Source;  Mortgage  Bankers  Association  of  America,  July  1981 
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STATES   WHERE  THE   EXERCISE  OP 
DUE-ON-SALE  CLAUSES  IS   PROHIBITED  OR   RESTRICTED 


Arizona  Mississippi 

California  New  Mexico 

Colorado  New  York 

Florida  Ohio 

Georgia  Oklahoma 

Illinois  South  Carolina 

Iowa  Washington 
Michigan 


Source:   Mortgage  Bankers  Association  or  America.  July  1981 
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NATIONWIDE  SECONDARY  MARKET 
ACT  OF  1981 


n  Act  to  strengthen  the  nationwide  secondary  market  in  home  mortgage  loam. 


SHORT  TITLE 

SECTION  1.  This  Act  may  be  cited  as  the  "Nationwide  Secondary  Market  Act  of  1981." 

FINDINGS  AND  PURPOSE 
SECTION  2.  Congress  finds  that — 

le  of  the  1980s  is  expected  to  be 


(3)  in  order  to  continue  to  make  home  mortgage  loans  available,  lenders  are 
exercising  due  on  sale  clauses  In  existing  mortgages  upon  the  transfer  or  sale  of  the 
residences  securing  the  mortgages,  and  are  beginning  to  offer  mortgage  loans  with 
adjustable  Interest  rates  and  renegotiable  terms  where  state  and  federal  laws  and 
regulations  permit.  However,  a  number  of  states  prohibit  or  restrict  the  exercise 
of  due  on  sale  clauses  In  existing  mortgages  upon  the  transfer  or  sale  of  the  resi- 
dences securing  the  mortgages  and  some  state  laws,  designed  for  other  purposes, 
prevent  lenders  from  providing  loans  in  the  form  of  adjustable  mortgage  loans; 

(4)  in  response  to  these  changes  in  the  home  mortgage  loan  marke',  the  Federal 
Home  Loan  Bank  Board,  and  the  Comptroller  of  the  Currency,  have  promulgated 
regulations  authorizing  federally  chartered  savings  and  loan  associations,  and 
national  banks  respectively  to  make  or  purchase  adjustable  rate  mortgage  loans 
regardless  of  state  laws  that  would  otherwise  Interfere.  These  regulations  contain 
consumer  safeguards,  along  with  provisions  for  uniformity.  The  Federal  Home 
Loan  Bank  Board  has  also  promulgated  regulations  that  permit  federally  chartered 
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a  associations  to  exercise  due  on  sale  clauses  in  home  mortgagee 


(5)  adjustable  rate  mortgage  loam,  and  exercise  of  due  on  sale  clauses  in  existing 
loans,  will  assist  lenders  to  meet  the  home  mortgage  loan  requirements  for  ex- 
pected housing  demand  by  allowing  lenders  to  adjust  to  rapidly  increasing  casta  due 
to  inflation.  However,  this  housing  demand  is  expected  to  be  so  great  that  a  strong 
active  and  national  secondary  market  for  ell  types  of  mortgage  loans  will  be 
needed  to  attract  a  variety  of  investors  with  sufficient  capital  to  meet  the  need; 

(6)  two  groups  of  lenders  who  are  significant  participants  in  the  secondary 
mortgage  market,  and  who  could  be  expected  to  be  significant  sources  of  hone 
mortgage  finance,  are  not  included  in  the  adjustable  mortgage  loan,  state  la* 
preemptions  of  the  Federal  Home  Loan  Bank  Board  and  the  Comptroller  of  the 
Currency.  These  are  lenders  approved  by  the  Secretary  of  the  Department  of 
Housing  and  Urban  Development  for  participation  In  any  of  the  mortgage  insurance 
programs  under  the  National  Housing  Act,  and  state  chartered  lending  institutions. 
In  several  states  due  to  state  law  restrictions,  these  lenders  are  prevented  from 
offering  adjustable  rate  mortgage  loans  similar  to  those  authorized  for  federally 
chartered  savings  and  loan  associations,  and  national  banks; 

(7)  in  addition,  these  two  groups  of  lenders  together  with  federally  chartered 
commercial  banks,  are  not  Included  in  the  due  on  sale,  state  law  preemption  of  the 
Federal  Home  Loan  Bank  Board.  As  a  result,  major  secondary  market  Investors 
have  changed  their  investment  procedure  with  respect  to  loans  purchased  from 
these  lenders  that  are  not  covered  by  the  Federal  Home  Loan  Bank  Board  preemp- 
tion and  are  located  In  states  where  the  exercise  of  due  on  sale  clauses  is  pro- 
hibited or  restricted  by  operation  of  state  laws; 

<S)  the  exclusion  of  these  groups  of  lenders  from  the  adjustable  mortgage  loan 
and  due  on  sale  preemptions  is  detrimental  to  the  home  buying  public  In  a  signifi- 
cant number  of  states  because  there  will  be  fewer  sources  of  home  mortgage  loans. 
This  reduction  in  competition  among  lenders,  both  in  the  primary  and  secon 
markets,  may  result  In  increased  costs  and  reduced  mortgage  availability  for  ha 
buyers  and  less  liquidity  in  the  secondary  mortgage  market;  and 

(9)  therefore,  in  order  to  permit  the  continuing  development  of  strong  and  active 
primary  and  secondary  markets  In  all  types  of  home  mortgage  loans  so  as  to 
provide  sufficient  capital  for  mortgage  loans  to  home  buyers  at  a  reasonable  coat, 
Congress  finds  it  necessary  and  desirable  to  preempt  state  laws  that  prevent 
lenders  from:  (a)  making  or  originating  an  adjustable  rate  mortgage  loan  In  con- 
formity with  regulations  promulgated  by  the  Comptroller  of  the  Currency  or  the 
Federal  Home  Bank  Board;  and  (b)  from  exercising  due  on  sale  clauses  in  noma 
mortgage  loans. 
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DEFINITIONS 


SECTION  3.   As  used  in  this  Act— 


(1)  the  term  "Adjustable  Rate  Mortgage  Loan"  means  any  mortgage  loan  that 
docs  not  carry  a  fixed  interest  rate,  or  a  Fixed  schedule  of  payments,  or  does  not 
amortize  each  year  of  the  entire  term  of  the  loan  or  mortgage. 

(2)  the  term  "Qualified  Lender"  means — 

(A)  any  lender  approved  by  the  Secretary  of  the  Department  of  Housing  and 
Urban  Development  for  participation  In  any  mortgage  insurance  program 
under  the  National  Housing  Act; 


n  Section  3(a)  of  the  Federal  Deposit  In 


(E)  any  building  and  loan,  savings  and  loan,  homestead  association,  or  co- 
operative bank  organized  and  operated  according  (o  the  laws  of  the  State, 
District,  Territory  or  possession  in  which  they  are  chartered  or  organized  and 
whose  accounts  are  Insured  pursuant  to  Title  IV  of  the  National  Housing  Act 
(12  USC  1730). 

(3)  the  term  "Due  on  Sale  Clause"  means  a  provision  In  a  home  mortgage  loan 
thai  permits  a  lender,  at  its  option,  to  declare  due  and  payable  sums  secured  by  the 
lender's  security  instrument  if  all  or  any  pan  of  the  real  property  securing  the 
home  mortgage  loan  is  sold  or  transferred  by  the  borrower  without  the  lender's 


(4)  the  term  "State"  includes  the  several  States,  the  Commonwealth  of  Puerto 
Rico,  the  District  of  Columbia,  Guam,  the  Trust  Territories  of  the  Pacific  Islands, 
the  Northern  Marianas  Islands,  and  the  Virgin  Islands. 
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SECTION  4.  Without  regard  to  any  limitations  that  otherwise  would  be  imposed  on  such  a 
lender  by  the  constitution,  statutes,  court  decrees,  common  law,  rule,  and  public  policies 
of  any  states,  a  qualified  lender  may; 

(11  make  or  purchase  home  mortgage  loans  In  conformity  with  regulations  pro- 
mulgated by  the  Comptroller  of  the  Currency  that  establish  rules  tor  national 
banks  making  or  purchasing  adjustable  rate  mortgage  loans  or  In  conformity  with 
regulations  promulgated  by  the  Federal  Home  Loan  Bank  Board  that  establish  rules 
for  federally  chartered  savings  and  loan  associations  making  or  purchasing  adjust- 
able rate  mortgage  loans;  and 

(2)      exercise  due  on  sale  clauses  contained  in  new  and  existing  home 


INTERPRETATIONS 


Agnized  by  G00gle 


Witkowski.  Weiner.  McCaffrey  and  Brodsky.  P.C. 


August    20,    1981 


The  Honorable  John  Tower 

Subcommittee   on   Financial    InE 
United  States  Senate 
Washington,    D.C.    10510 


On  behalf   of-  the  Task  Force  on  Creative  Finance   for 
Manufactured  Bousing,   we  are  pleased   to  submit   this  written 
statement   regarding   the  Credit  Deregulation  and  Availability 
Act  of    1981    (S.1406). 

The  Task  Force  on  Creative  Finance   for  Manufactured  Housing 
was  established   four  months  ago  by  members  of  the  manufactured 
housing  and   finance   industries.     Manufacturers,   retailer*  and 
creditors  all  are   represented.     The  Task  Force  was  formed 
because  of   concern  on   the  part  of   the  Member   companies   that 
there  would  be  a   severe  shortage  of  funds   for   the   financing  of 
Manufactured  hones   if   innovative   finance  programs  of   the  type 
currently   being   developed    for    traditional   single-family  housing 
were    unavailable    for    the   manufactured   housing   product.      The 
members  of    the  Task  Force   consider    adjustable    rate   loan    instru- 
ments  to  be   the  key   form  of   innovative   finance   for  meeting  the 
needs  of   the  manufactured  housing   industry.     The  goal  of   the 
Task  Force   is   not  only   to  have  ARM  loan  programs  created   for 
manufactured  housing,   but  also  to  have  sufficient  uniformity 
established  within  the  market   to   facilitate  the  development  of 
an   active   secondary  market  in  adjustable   rate   loan   instrument* 
for  manufactured  home*.     The  Task  Fore*  believes   that   in  order 
to  achieve  this   uniformity  and   to  open  additional  sources  of 
financing    through   new   and    expanded   secondary  markets.    Congres- 
sional  action   is   needed. 

Manufactured  bousing  comprises  a  substantial  segment  of  new 
home  sales  each  year.  Manufactured  home  sales  currently  account 
for  approximately  33  percent  of  all  new  hone  sales,  and  In  many 
parts  of  the  country   tliis   form  of  housing  supplies  the  only  form 
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of  affordable  hone  ownership.     Congress  increasingly  has  recog- 
nized  the  benefits  of  Manufactured  housing,    as  demonstrated  by 
the   steps    it    took   to  ensure   that  all  such  homes  conforn  to  a 
single,    unifocal  construction    and    safety  code    (the  National 
Mobile  Home  Construction  and  Safety  Standards  Act  of  1974). 
Since  enacting   that   landmark  legislation.   Congress   steadily  has 
expanded   the    range  of   subsidy  and  loan   Insurance  progress   avail- 
able to  manufactured  housing   in  hone  ownership  situations. 

The  Task  Force  has  begun  both    to  analyse   federal  and  state 
statutes  and    regulations   to    Identify  the  existing   1 in I tat ions 
which  prevent   the   achievement  of   its  objectives  and   to  devise 
the   renedles  to  overcome   identified  limitations.      In  tbia 
effort,    restrictions  on  adjustable  rate  transactions,   swde  as 
either   direct   loans  or    Installment   sales,   and    secured  by  either 
personal  property  or  nixed  personal  and   real  property,   will  be 
addressed.      Special  problems    relating   to   any  one  particular 
type  of   lender   also  will  be  addressed. 

Our   survey    (copy  attached)    is   being  undertaken  by   the  legal 
departments   of    companies  which   are   members   of    the  Task  Force. 
Examples  of    the  types  of  questions  which  are   contained   in  our 

'      Does    the   state    law  governing  manufacture 3 
hone   loans   or  credit   sales  address 
adjustable  rate  transactions? 

*      Has    the  Federal   uaury  preemption  been 

overridden   in  the  state?     If  so,   what  usury 
provisions  govern  manufactured  hone  loans? 

i   substantially  equal 

Are  balloon  payments  prohibited? 

tatlon  be   adjusted 

Under   what  conditions  and  with  what 
limitation"  are   "due  on  sale"  clauses 
enforceable? 
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financing  of  •  home  only,    or   a  combination  manufactured  hone 
and    lot   transaction   Involving  a  credit   sal*  and/or  a  direct 
mortgage  loan   or  a  land  sales  contract)   made  by  different 
categories  of  creditors    (e.g.,   finance  companies,    state- 
chartered   Institutions,   etc.).     The  survey  covers  the   30   states 
to  which   approximately   92  percent  of  all  manufactured   hones 
were  shipped  in  1980. 

While  the  Task  Force  has  not  yet  completed  its  detailed 
state  law  survey,  it  is  apparent  fron  our  work  to  date  that 
there  are  restrictive  laws  in  a  large  number  of  states  that 
hamper  nortgage  bankers,  finance  companies,  and  state-chartered 
banks  and  savings  and  loan  association*  fron  originating  or 
purchasing   adjustable    rate  nortgage    instruments. 

Typical  of   the  state   laws  that   impede   the  development  of 
adjustable   rate   transactions  for  Manufactured  housing  are  state 
laws  which  contain:     a   requirement  for   substantially  equal 
monthly  payments]    a  prohibition  against  balloon  payments*   s 
requirement   that   that  the   loan  be   fully  amortised  within   its 
original   term  without  extension;    a  prohibition  against  charging 
interest   on    interest   or   against  negative  amortisation;    and   a 
variety  of   complex  and    inconsistent  disclosure  and   notice 
requirements  which  often  were   designed  without  contemplation  of 
adjustable   rate   transactions.      Such  state  laws  nay  prove  to  be  a 
serious  impediment   to  adjustable   rate  mortgages  an   real  estate. 
This  potential  problem  would  be   further   exacerbated   for 
manufactured   housing  due   to  the  peculiar   treatment   this    type  of 
housing    is   accorded  under   state   law.     Manufactured  hone   loans 
and  credit   sales  nay  cone  under   entirely  different  state   law 
provisions,    depending    upon   whether    the   hone    is    treated   as 
personal  property  or    real  propery  under   state   law    (or   a  mixture 
of    the   two  where  the  home    is   financed    in  combination  with 
land),    or   whether   the  home  purchase   loan   Is   a  direct  loan  or   a 
credit  sale. 

The  Comptroller  of   the  Currency,   the  Federal  Home  Loan  Bank 
Board   and  the  National  Credit  Onion  Adntnatration  all  have 
implemented  adjustable   rate  nortgage  programs    for   all-real-  and 
personal  property  manufactured  hone  loans   originated  or 
purchased   by    national  banks,    federal    savings   and    loan   associa- 
tions and  federal  credit  unions,    respectively.     Each  of   these 
programs  contains  a  strong  statement  of  Federal  preemption  of 
all   state  laws  that  would    In  any  way   rastrict.    Unit  ox    impede 
the  governed    institution  fron  making,   purchasing  or   participat- 
ing  in  adjustable   rate   transactions. 
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As   noted  above,   each  of   the  three  agency  adjustable   rata 
instrument  programs    specifically   Includes   loans   for    the  purchase 
of  mobile/nnnuf actured  honea.     The  Comptroller  of  the  Currency'a 
ARM  program  defines  an  adjustable  rate  mortgage  loan  to  include 
any  loan   to   finance  or    refinance  the  purchase  of  a  one-  to   four- 
family  dwelling,    including  a  condominium  unit,   a  cooperative 
bousing    unit   or   a  Mobile   home    (12  C.F.R.    S29.2).      Mobile   hones 
are  eligible   for    inclusion   in  the  Bank  Board's  adjustable   rata 
aortgage   loan  program  by  way  of    regulation  12  C.F.R. 
5545.7-6(e) (2) (ill),    which    authorizes    federal   savings  and    loan 
associations    to  Bake   loans   that   comply  with  the  provisions  of 
12  C.F.R.    S 545. 6    4   or    4a    (the  ARM  regulations).      The  National 
Credit  Union  Administration   recently  amended    its  consumer   lend- 
ing policy    regulations    (12  C.F.R.    5701.21-1  and   2)    bo  permit 
interest   rates  and  amortisation  schedules  on  all  consumer    loans 
(including  mobile  homes   loans)    to  vary  in  accordance  with 
policies  prescribed  by  a  credit  union's  board  of  directors. 
Thus,    the  three   categories  of   federally  chartered   Institutions 
have  distinct  competitive  advantages  over  many  state-char terad 
institutions,   mortgage  bankers  and    finance  companies  which   do 
not  benefit   from  a  similar  preemption  of   state  laws.     He  believe 
that   this   advantage    is    inequitable. 

The   two  major    national   secondary  mortgage  market  Institu- 
tions,   the   Federal   National  Mortgage  Association   and   the   Federal 
Borne  Loan  Mortgage  Corporation,   both  have  announced  new  programs 
for  purchasing  adjustable  rate  mortgage    instruments.     As  we 
understand    the  programs,    all-real-property   combination  manufac- 
tured  home  and   lot   loans  would  be  eligible  for  purchase  under 
these  programs.     However,   data   from   studies  completed  by  other 
groups   show    that    nonfederal!./   chartered    lenders   Could  not  make 
such  adjustable  rate    transactions   in  approximately   twenty-six 
states.     Therefore,    nonfederally  chartered    Institutions  are 
denied    this    Important    secondary  market   opportunity    to   improve 
their   liquidity  by   selling  adjustable  rate  all -real-property 
manufactured  home   loans   in  these   secondary  market  programs. 
(Neither    the   fnma  nor    the  FHLMC  program  covers  manufactured 

When    it   began    its  state   law  research,    the  Task  Fore*  was, 
and    remains,   quite  prepared    to  undertake  the  project  of  seeking 
change    in  state   laws   from  within  each   state.      It  now  has  become 
apparent,   however,    that  the  scope  of   this  problem   is   so  enormous 
ss  to   Involve  at   least  one-half  of   the  states.     The  project  of 
working    to  amend   the   laws  In  so  many   states  probably  would  be 
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too  costly  and   time  consuming  for   the  Task  Force  to  undertake 
and    in  any  case  would  create  substantial  delay   in  the   inplemen- 
tation  of  adjustable   rate  loan  programs.     The  Task  Force   recog- 
nises  that   as  a  result  of  recent  statutory  and  regulatory 
changes,   and  particularly   In   today's  economic  climate,   only 
limited   funds   are   available   for   housing  finance.     The  Task  Force 
■embers  further   recognise  that  manufactured  homes  must  compete 
with   traditional   site-built  hones   for   their   share  of   this 
limited  pool  of   fund*.      In  order   to  compete   for   these   funds  and 
attract  secondary  market   investors,   manufactured   home   loans, 
whether   secured  by   real   or   personal  property,   must  be  offered 
with  terms   similar   to   those  used   In  traditional   site-built  home 
lending,    taking   into  account   the  historic  differences   in  the 
nature   of   the   transactions.      It  has  become   necessary,   therefore, 
for  us   to  appeal   to  the  Congress   to  take   immediate  action  that 
would  permit   any  category  of   creditor,   whether   federally 
chartered,    state-chartered,    or  a  mortgage  or   finance  company 
licensed    under    state    law,    to   originate,    purchase  or    participate 
in   adjustable   rate  home  purchase   transactions  for   real  estate 
and    personal    property  manufactured   home   loan*. 

It   Is  critical   that   action  be   taken  now.      Even   if   Interest 
rates   were    to   drop,    creditor    and    investor    uncertainty   regarding 
future   economic  conditions  still  would   require  an  adjustable 
rate   instrumenti   credit  would  be   cut  off   to  manufactured  housing 
if   creditors   believed   that   interest   rates  would  again   rise  and 
creditors  were   limited   to  using   fixed   rate    instruments.     Further- 
more,  we  believe  that   it  would  be  very  difficult  to  muster  Con- 
gressional or   state   legislative  support  for  ARM  legislation  at  a 
tine  of   lower   Interest   rates,   even   if   credit  clearly  were  being 
denied   to   this   important  sector   of   the  housing  market. 

Accordingly,   the  Task  Force   recommends   that  your  Subcommittee 
include,   either   as  a  part  of  S.1406,   or   aa  companion  legislation 
to  5.1406,   a  provision   to  preempt   state   laws  or  constitutional 
provisions   that   limit,   restrict  or   impede   the  use  of  adjustable 
rate   instruments   for  manufactured  home   transactions,   whether   the 
home  be  personal  property  or   real  property,   and  whether   the 
credit   transaction  be  a  direct  loan  or   credit  sale.     Such  action 
would  create  parity  between  the  nonfederally  chartered  creditors, 
such  aa  mortgage  bankers,    finance  companies   and  state-chartered 
lending   institutions,   and   the   federally  chartered  banks,   saving* 
and  loan  associations  and  credit   unions. 
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i  grant  authority  for   their   regulated 
adjustable  rat*   Instruments,   but   In  addition 
laws  hindering   the  use  of  Buch   instruments.     Thesi 
tions  of   inflation  and  high   Interest   rate   also 
need  foe   federally  preemptive   legislation   to  g 
authority   to   nonfederally  chattered    lending    in: 


eeapt  all   stat* 
eated  the 


D,g,t,zedbyG00gIe 


State  Survey  -  Adjustable  Rate  Tram 


these   quel 

2.  please   note   that  we   use   the   tern   "adjustable   rate 
transaction"    to   include  both   renegotiable   rate   and  variable 
rate   transactions   as  well   as   the   combinations   and   permutations 
of  each  type.     Graduated  payment   transactions  are  outside  the 

scope   of   this    research    inquiry. 

3.  Each  question  should   be   answered   for   each  type  of 
transaction   described   below   except  where   you  determine   that   a 
question    is  not  applicable  to  one  or  more  of  the  types  of 
transactions.    In  which   case   responses   should   be  provided  only 
for   the  appropriate  type(s)   of  transaction(s) .     The  four   types 
of  transactions  are; 

1.     a  credit  sale  financing  of  a  mobile  home  only; 
involved, 


t.      financing   of  a  mobile   home   only  with  a  direct   loan. 

(Note   that    transaction  types   2  and   3  could   have  been   further 
subdivided    (i.e.,    transaction   2(a)    could  have  addressed   homes 

financed  with  credit  sale  and  land  sale  combinations  while  2(b) 
could  have  addressed  credit  sale  and  direct  loan  combinations). 
We  have  chosen  not  to   refine  the  transaction  types  further, 
however,   in  order  to  limit  somewhat  the  scope  of  the  research 
effort.      Nevertheless,    we  would   appreciate   a   report  on   any 
differences   or   peculiarities    (affecting   adjustable   rata 
financing)   you  become  aware  of  among  subcategories  of 
transaction   types   2   and   3.) 

3.      Please   be   certain   to   provide   us  with   accurate   citations 
both   to  the  act(s),  such  as  Motor  Vehicle  or  Retail  Installment 
Sales  Act,   and   to  the  specific  sections  within  the  act(s).     It 
also  would  be  helpful  if  you  would  forward  us  copies  of  the 
relevant  provisions   where    feasible. 
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4.        After   we   have   obtained   your    responses   in  narrative 
form,   we   plan   to   prepare   a   comparative   chart  which   highlights 
key  elements   of    the   survey,      we   would   appreciate  your 
suggestions   and   comments   as   to   both   the   format   and   specific 

content   of   such  a   chart. 

5. 


2.      What   are   the    relevant   sections   of   the    law(»)7 

3-     Does  the  law(s)    specifically  address  adjustable  rat* 
transactions?      If   so,    please   cite   and   describe   In  detail    (e.g.  ■ 
is  there  a  specified    index  that  must  be  used   for   the  rate 
adjustment;    Is   negative  amortization  permitted)   must   the  sea* 
terms   as  were   contained    in   the   original   loan   or   credit   sal*   be 
reoffered   upon  renegotiation  of  the  transaction;  can  there  be 
an   extension   of   the   loan   term;    are   there   special   required 
disclosures   and/or    notices,   etc. 7). 

4.  The  Federal   usury   Preemption,    as  provided   by  Title  V  of 
the  Depository   Institutions   Deregulation  and  Monetary  Control 
Act   of   1980,    has   been   overridden    in   some   form   in   nine   states   and 
the   Commonwealth  of   Puerto  Rico.      Three  of   these   states    (south 
Carolina,   Kansas,   and  Colorado)    are   among    the   thirty   states   to 
be   analyzed   by   this   study.      He   have   not   reviewed   any  of   these 
state   laws   to   determine   whether    they   specifically  override   the 
usury  preemption  for  mobile  home  loans.     Therefore,    in  these 
three  states,    the  assigned  companies  should  analyze  the  usury 
override   legislation  carefully    to  determine  whether   the  Title  V 
usury  preemption    for   mobile   homes  has   been   overridden.      If    it 
has   been,   please   describe   the  mobile   home   usury  provisions 
contained    in   the   new   statute,      in   the  other   27   states,    please 
determine  whether  legislation  to  override  the  usury  preemption 
for   mobile  homes   is  currently  under  consideration.     If  so, 
please   describe   the   legislation,    and   report  on    its   status. 

[Questions   5    through   14   are    for    states  without   specific 
statutory   adjustable    rate   transaction  provisions) 

5.  In  the  assigned  state,   is  the  tine-price  doctrine  in 
effect?      If   the  doctrine  does   exist,   must   the   credit   sale   be 
precomputed,  or  may  it  be   interest  bearing?     if   it  does  not 
exist,   does   the   state   law  permit   both   interest-bearing  and 
precomputed   rate   transactions? 


3,0,i,zeab,GOOglC 


6.  if  the  adjustable  rate  transaction   la  a  precomputed 
credit  sale,  will  the  transaction  be  deemed  to  be  a  refinancing 
requiring   a   new  contract   and   possibly   new  disclosures   at   the 
point   that   the   rate    is  modified?      Also,    if   deemed   to  be  a 
refinancing,  will   it  be  found  to   involve  the  imposition  of 
"interest  on   interest"  and/or  prohibited  balloon  payments? 
Would   any   of    these   characterizations   affect   the   lien  priority? 
In   the   event   the   transaction    is    recharacterized   as   a 
refinancing,    is    there   any   state   law  provision   requiring   that, 
upon    renegotiation,    the   same   terms  be  offered   as   were   contained 
in   the  original   credit   sale?      In   light   of   these  potential 
problems,   please  give  us  your  thoughts  as   to  whether  the 
transaction   would   be   more   palatable  as   a   "renegotiable   rate' 
transaction    (i.e.,    long-term  amortization  with  a  short-term 
note   guaranteed   to   be   refinanced   at   a   negotiated   rate)    as 
opposed   to  a  "variable  rate"    transaction    (i.e.,  a  long-term 
amortization  and  long-term  note  with  a  floating  interest  rate)? 

7.  Theoretically,   would   the   existence  of   adjustable   rate 
authorization   undermine   arguments   for   retaining   the  time-price 
doctrine?     Does  the  very  introduction  of  adjustable  rate 
instruments   so    interfere   with   the  dichotomy   of   loan   versus 
credit   sale   that   we   could   be  causing   problems   that  would   exceed 
the   benefits   to   be   derived    from  authorizing   such   adjustable 
rate    transactions? 

be. 
;ion   against   balloon 

:e   of   amortization   be   adjusted   during    the 
term?     Can   there   be   an   extension   of    the 
imor  tization,    i.e. ,    compounding   of    interest 
rest   on   interest,    permitted? 

11.  Are   there  any  notice  and/or   disclosure   requirements 
under    state    law   that  may   interfere  with,    or    impede,    the   making 
of   an   adjustable   rate    loan  or    credit   sale   on   a   mobile   home? 
Does  the  absence  of  an  adjustable   rate  disclosure  provision 
create  a  problem  which  could  limit  a  creditor's  ability  to  make 
an   adjustable    rate   loan   or   credit   sale   on  a   mobile  home? 

12.  For  direct  loans,  are  prepayment  penalties  permitted? 
in  the  case  of  credit  sales,  are  points,  origination  fees  and 
acquisition    fees   permitted    to   be   considered   earned  when  paid? 

13.  Does   state  law  prohibit  or   limit  the  collection  of 
points   at   the   time   of   renegotiation   of   the   rate   under   a 
renegotiable    rate   transaction? 


Please   de: 
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14.  Under  what  conditions  and  with  what  limitations  arc 
"due-on-sale"  clauses  enforceable?  Can  an  assumption  fee  be 
imposed?    'Explain. 

(Questions   IS  through  19  apply  to  all   states) 

15.  What  do  state   regulators  and  other  officials  consider 
to  be   the  major  problems   with  adjustable  rate   transactions   for 
mobile    homes?     What  other    thoughts   or    comments  do   they  have 
regarding   such   transactions? 

16.  Recognizing  that  states  generally  have  particular  laws 
or  special  provisions  applying  to  different  types  of  creditors, 
such  as  state-chartered  banks  and  savings  and  loan  associations, 
mortgage  bankers  and  finance  companies,  are  there  any  additional 
or  special  problems  (that  remain  unresolved  by  usury  preemption) 
for   any  type   or   types  of   creditors?     if   so,   please  explain. 

17.  In  general,   what   do  you    consider    to  be   the  major 
obstacles    (whether    listed  above  or   not)    to  establishing  an 
adjustable  rate  program  for   mobile  homes   in  your   assigned   state? 

IS.     What  other  practices,   court  decisions  or   regulations 
are   you  aware  of   that  may  have   some   impact  on   the  making  of 
adjustable    rate    loans    or   credit   sales   in  your    assigned    state? 

19.      in   your    assigned    state,    under   what   circumstances,    if 
at  all,   can  a  combination  mobile  home  and  lot   transaction  be 
'all   real  property"    (for   purposes  of  both   taxation  and   lien 
security)? 
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Statement  in  support  of  S14Q6  -  Credit  Deregulation  and 
Availability  Act  of  19B1 

A  Bill  to  amend  the  Depository  Institutions 

Deregulation  and  Honet  .ary  Control  Act  of  1'i80. 

Prepared  bj  Barbara  Keating- -EUh,  President  CONSUMER  ALERT 

He  CONSUMER  ALERT  organisation  appreciates  this 
invitation  to  voice  its  support  for  S1406  the  Credit  Doregula- 
tion  and  Availability  Act  of  1981. 

Those  who  are  fully  aware  of  our  nation's  economic 
woes  can  only  enthusiastically  applaud  this  Administration's 
and  this  Senate's  efforts  to  bring  inflation  under  control 
and  we  of  COBSUHER  ALERT  are  optimistic  about  efforts  to 
reduce  the  scope  of  federal  government . 

Informed  citisens  are  willing  to  forego  the  temptations 
of  shortsighted,  immediate,  advantages  in  order  to  seek  the  long 
range  goals  that  will  bring  economic  health  and  wealth  to  our 
land  once  again. 

CONSUMER  ALERT  is  a  nationwide  not-for-profit  member- 
ship organization  headquartered  in  Modesto  CA.   It's  dues- 
paying  members  evaluate  issues  of  concern  to  the  consuming  public 
and  are  kept  informed  through  a  regular  newsletter.   We  have 
found  beyond  a  doubt  that  our  enterprise  system,  if  allowed  to 
function  free  of  excessive  intervention  by  government,  offers 
consumers  the  broadest  range  of  products  and  services  at 
competing  prices.   Money  is  no  exception. 

Ue  are  aware  of  repeated  examples  of  where  price- 
ceilings  have  retarded  supply.   Most  recently  we  have  noted 
shortage  of  oil  and  climbing  gasoline  prices.   When  prices 
are  held  artificially  low  by  government,  two  things  happen,... 
demand  increases,  and   suppliers  find  it  less  profitable,  re- 
sulting in  a  reduced  supply.   Whether  or  not  some  groups  and 
individuals  wish  to  deny  these  market  factors,  reality  clearly 
shows  this  to  be  the  case. 
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Consumers  need  money  to  purchase  their  automobiles, 
to  purchase  and  improve  their  homes  and  to  buy  a  variety 
of  big  tap  consumer  products.   Small  businessmen  and  farmers 
too  are  equally  dependent  on  the  availability  of  capital  in 
order  to  function  productively.   The   Depository  Institutions 
Deregulation  and  Monetary  Control  Act  of  1900  vas  congressional 
recognition  that  ceilings  on  lending  rates  was  reducing  the 
availability  of  mortgage  loans  and  capital  needed  to  build 
housing  for  consumers. 

This  present  attempt  to  amend  that  Act  will  further 
the  cause  begun  by  Congress  last  year,  that  of  freeing  up  money 
available  for  credit  to  consumers.  It  is  a  national  issue. 
Under  passage  of  this  Bill  each  State  would  be  given  complete 
freedom  to  decide  the  issue  of  usury  ceilings  for  itself.  In 
fact,  such  federal  action  would  force  States  to  consider  the 
cost  of  credit  transaction's  effect  on  statewide  economy.  As 
it  presently  stands,  consumers  in  some  States  are  subsidizing 
borrowers  in  other  States, 

Under  present  restrictive  ceilings  savings  and  loans 
have  refrained  from  consumer  lending  when  consumers  tiri  small 
businesses  are  anxiously  looking  for  places  to  borrow  short-term. 

Of  those  consumer  'advocates'  who  believe  that  ceilings 
on  credit  should  remain  we  are  distressed  that  they  continue  to 
embrace  the  mistaken  notion  that  lids  protect  consumers.  They 
fail  to  tear  loose  from  the  faulty  premise  that  controls  lead  to 
less.  Advocates  who  are  sincere  should  not  turn  their  backs  on 
availability,  an  extremely  important  consumer  need. 

Borrowing  money  is  an  obvious  service  for  which  consumer! 
are  willing  to  pay.   Naturally,  we  are  concerned  about  climbing 
interest  rates  but  what  concerns  us  even  more  is,  not  enough 
or  no  money  available  for  borrowing,  and  that  is  what  happens 
when  government  puts  ceiling  squeezes  on  the  institutions  which 
loan  consumers  the  capital  we  seek. 


It 


:  equity  will  ultimately  result 
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from  free-wheeling  negotiable  lending.   Competition  in  the 
extension  of  credit  will  ensure  that  consumers  can  benefit 
from  the  advantageous  competitive  situations  that  would  result. 
As  it  stands  now  consumers  are  victims  of  government  controls 
and  they  are  denied  the  opportunity  to  enter  in  the  negotiation 
of  credit. 

There  is  one  other  consideration.   In  many  cases  the 
usury  laws  in  existence  simply  stimulate  the  inventiveness  of 
people  who  must  seek  "loop-holes"  or  otherwise  find  ways   to 
provide  or  secure  the  credit  they  need  to  keep  their  businesses 
going   or  going  to  make  the  purchases  they  want.   This  is  just 
one  more  instance  where  people  are  driven  to  a  disrespect  for 
their  government.   Additionally,  such  efforts  are  costly,  often 
involving  litigation,  legal  costs,  all  of  which  builds  additional 
unproductive  overhead  into  the  cost  of  the  lending  business. 

In  any  event  the  Bill  introduced  here  by  Senators 
Lugar,  D'Amato  and  Proxmire  would  draw  back  federal  involvement 
and  allow  decisions  concerning  consumer   credit  to  be  made  at 
the  State  level.   Some  of  those  States  will  undoubtedly  reirapose 
their  own  ceilings.   But  at  least  those  States  would  have  first 
been  required  to  listen  and  encourage  the  views  of  their  residents 
concerning  credit  transaction  costs. 

CONSUMER  ALERT  feels  moving  government  decisions  closer 
to  the  people  directly  affected  is  advantageous  to  individual 


This  amend  .ment  really  does  not  intrude  in  State  actions. 
In  fact  it  acourages  State  action.  States  will  still  determine 

snd  licensing.  If  some  States  decide  to  continue  their  present 
usury  ceilings  or  even  tighten  up  credit,  that  would  be  their 
prerogative.   In  fact  this  then  would  enable  us  to  see  precisely 
what  happens  under  ceilings  vs.  negotiable  credit  interest  levels. 
Ultimately,  we  are  confident  that  such  comparisons  would  clearly 
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CONSUMER  ALERT  OH  S1406 

show  that  States  which  impose  ceilings  in  an  effort  to  'aid* 
consumers  would  have  denied  their  residents  easy  availability 
of  credit ..while  loans  at  higher  and  somewhat  flexible-  interest 
rates  were  readily  available  in  those  States  which  opted  for 
the  de-regulation  route.  With  these  results  clearly  evident, 
the  next  move  State  fcy  State  would  be  freeing-up  credit  for 
all  consumers  in  a  more  equitable  manner  nationwide. 

We  urge  Congress  to  pass  S1406  as  submitted  for 
consideration  by  Senators  Lugar,  D'Amato  and  Proxmire  thereby 
abiding  by  the  wishes  of  the  electorate.  Consumers  are  willing 
to  take  their  chances  and  seize  the  opportunities  that  can  only 
be  afforded  them  by   free  market  competition. 
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July  22,  1981 


Honorable  John  Tower 

Chairman 

Subcommittee  on  Financial  Institutions 

Committee  on  Banking,  Housing  and  g 

Urban  Affairs 
United  States  Senate  £> 

Washington,  DC   20510  M 

Dear  Chairman  Tower:  ■?- 

preempt  state  usury  laws. 

The  Commission  commented  on  this  issue  in  hearings  held 
before  the  Senate  Banking  Committee  on  May  16,  1981  and  in  a 
subsequent  letter  to  Senator  Richard  Lugar  commenting  on 
R.R.  2501,  a  bill  to  deregulate  the  interest  rate  on  business 
and  agricultural  loans  and  consumer  credit.   Since  these 
statements  set  forth  the  Commission's  position  on  this  issue, 
we  are,  after  consulting  with  your  staff,  providing  them  for 
the  record  in  lieu  of  testimony.   In  addition,  I  have 
requested  the  staff  to  review  the  legislation  referenced  in 
your  letter  to  determine  whether  any  further  comments  are 
appropriate. 

He,  of  course,  are  avi 
which  you  or  the  Committee 
statements . 


^/feb* 
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OF 
LINDA    COWARD   DORIAN 
DEPUTY    DIRECTOR 
BUREAU   OF   CONSUMER  PROTECTION 
FEDERAL  TRADE   COMMISSION 
I    aui   pleased   to   appear   before   you   today   to  present   the  viei 
of   the   Federal   Trade   Commission  on   the  subject   of   Federal 
regulation  of   consumer    financial    services. 


As  wide-ranging   changes   continue   to  occur   in   the   country's 
financial   markets,    there    is   a  growing   need    to  assess   the  effects 
of   consumer    financial    services  regulation.      The   Commission 
shares   this  Committee's   desire   to   ensure   that   existing   and 
proposed   legislation  and   regulations  do   not  stifle  competition 
in   the   markets   for   consumer    financial    services.      At   the   same 
time,   we   believe   that   the  movement   toward   simplification  and 
deregulation   should   not,    and   need   not,   result   in   the   erosion   of 
important  protections   for   consumers. 

As   you   know,    the  Commission   is  charged   with   the 
responsibility   for   enforcing   various   provisions  of   the   Federal 
Consumer   Credit   Protection  Act.      Hore   specifically,    the 
Commission  enforces   the   Truth    in   Lending,    Fair   Credit   Billing, 
Equal   Credit  Opportunity   and  Consumer   Leasing  Acts   with   respect 
to  most   creditors  other    than   those   under    the   jurisdiction  of   the 
bank   regulatory  agencies.      In   addition,    the  Commission   enforces 
both   the   Fair   Credit   Reporting   Act   and   the   Fair   Debt   Collection 
Practices  Act  with   respect   to  most   credit   bureaus  and   debt 
collectors,   and   has   limited   enforcement   responsibility   under   the 
Electronic   Fund  Transfer   Act. 


3,0,i,zeab,GOOglC 


In  general,    the  Comission  believes   that  most  of    the 
statute*    tt   administers  have  worked  wall.      Nevertheless,   we  at* 
aware  of  a  number  of  areas   in  which  thaaa  laws  can  be  Improved, 
to   the   benefit   of  both  consumers   and   creditors.      Thaaa  hearings 
may  call   other    potential    improvements   to  thia  Committee's 
attention   as  well. 

In    addition    to   administer inq    thaaa   consumer    protection    laws, 
the   Commission  haa    important   responsibilitiea  for   enaurinq    fail 
competition    in   the  Marketplace.      He    recognize   that    regulations 
affecting    the  Markets   for   consumer    financial    services  can  have   a 
differential    Impact   on  different  classes  of   creditors,    thus 
skewing   the  competitive   process.      For    example,    as   other   witnesss 
May   point   out,    the   point-of-sale   documentation    requirements   of 
the  Electronic   Pund   Transfer    Act  could,    absent  some   regulatory 
or    legislative  exception,    inhibit    the  development  of    In-home 
banking    by  cabla   television   operators.1      Similarly,    the 
disparity    in   permissible    ratea  of  charge   among  different  types 
of    financial    institutions   and  other    creditors   necessarily 
provides   some   suppliers  of  credit   a  competitive   advantage  ovar 
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I   w;-i    t-ir.  r.on   to  •  discission  of   several    saojeets  TJiat   mai 
t*  of   particular    concern  to   >n;»    Ceaaaittee. 

1.        raitntc    Simplification  of    tne  Truen   in  Lending  Act 

Like   trie    federal    Iteserve  Board,    we  believe  that    ueie  are 
soae  areas    in   witch   tne  process  of    furtner    cnange  aay   iapo.se 
burdens   ttsat   are  greater    tnan   tne   benefits  obtained.      One  such 
area    is   Truth    In  Lending.      Tne  Truth    in  Lending   Act   has   long 
been   tne   focal    point  of   concern   about   overly  detailed, 
technically  coapJcsc    regulatten  of   creditors    in   tne  nasw  of 
conauaier    protection.      In   response.    Congress  adopted    the  Truth   ii 
Lending   Sisp] if icat ion   Act  of    1980,    and    the   Federal    Reserve 
Board    staff   has    recently  completed   a   thorough   revision  of 
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Regulation   t,   which    implements    Che  Act.      While   creditors  nay 
begin   complying   with   these   revisions  at  any   tine,    the   amendments 
will  not  become  fully  affective  until  April   19B2. 

The   Federal    Reserve   Board    and    its  staff  have  don*  a  commend- 
able   job    in  trying    to   simplify   Regulation  2,    even    in   areau  not 
specifically  changed  by  the  Simplification  Act.     Hot  only  have 
the  overall   length  of  the  regulation  been  reduced  and  model 
forms  been  provided,   but  many  of  the  troublesome  problems  of 
statutory  construction  which  caused  litigation  in  the  past  have 
been    resolved.      In    addition,    the  Act   itself  made   substantial 
changes    in   the  civil    liability    imposed  on  creditors. 

Me   would   recommend    that   the  Congress  wait  until   more 
experience  has   been  gained   under    the   simplified   regulation  and 
altered  civil    liability   provisions  before    Initiating    new 
changes.      In   the    interim,   we   think   the   Board  will    be  sble   to 
help  small   creditors  to  comply  with  the  new  law  by  developing 
additional  model   forms  under  S605  of  the  Simplification  Act.     He 
believe    that   such    forms  offer    the  best  means   of   reducing   both 
the  compliance  burden  and  exposure   to  civil    liability    imposed   by 
the  Act.      The   Board   staff   has   already  made   some  model    forms 
available.      We   believe   the  experience   of   small   creditors   in 
attempting   to  use  these   forms  during  the  present   implementation 
period   will    be   useful    to  the   Board   staff   in  determining  whether 
additional    or    more   specialized    forms   are   needed. 
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2.       Other   Ar«M  of  Possible  llapl if icatlon 

There  are   several    areas   in  which   siaplif ication  of  existing 
law  could   benefit   both  consumers   and  creditors.      These  include 
integration   of   the  Equal    Credit  Opportunity  Act's  reason   for 
denial    provisions  with   the    Pair    Credit    Deporting  Act  notice   of 
adverse   action   provisions,    and    siaplif ication  of   the  procedures 
foi    filing  billing  disputes   under    the   Pair    Credit   Billing  Act. 

A.  Integration  of  tne  Equal  Credit  Opportunity 
Act's  Reason  for  Denial  Provision  with  the 
Pair  Credit  Reporting  Act  notice  of  Adverse 
Action  Provision. 

The   Fair   Credit  Reporting  Act   currently  requires   that   any 
consudsec    who    is  denied  credit,    or    for    whoa  the  cost  of  credit  is 
Increased,    based   on    information   contained    in  a  credit   report, 
«u«t    automatically   be   told  the   nase  and   address  of   the  credit 
bureau    from  which    the    inforaatton   was  obtained.      Siailar    provi- 
sions apply  when  credit    is  denied  based  on    information   supplied 
by  third   parties   other    than   a  credit   bureau. 
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The  ecoa,   on  the  other  hand,   requires  that  coniiutit  be 
given  specific  reasons  for   adverse  action  In  instances  In  which 
they  are  denied  credit,   but  not   in  most  Instances  in  which  the 
cost  of  credit   is  increased.     Moreover,   the  BCOA's  adverse 
action  notices  need  be  given  only  on  request  if  the  consumer's 
right  to  such  notices  is  disclosed. 

Heedless  to  say.   the  interrelation  of  these  provisions   is 
often  confusing,   both  to  creditors  who  must  coaply  with  both 
provisions   and    to  the  consumers  who  aust   attempt   to  sort  out   the 
sometimea   contradictory  disclosures   that   the   two   statutes  pro- 
vide.     Some   consumers    receive   a  notice   under    the  Pair   Credit 
Reporting   Act  ostensibly  giving    the   reason    for   denial,    accom- 
panied  by   a  separate   notice   stating   that  the  consiater   nay 
request   a  specific   reason   for   denial    under    the  BCD*,      some 
creditors,    after    complying  with  one  provision,   stay  simply 
overlook  the  other.     He  would  recommend  that   in  the  case  of 
credit    transactions, ^   the   two  provisions   Should   be   integrated 
into   a   single    statutory   provision  with  consistent   rules. 


1  Section  615(a)  of  the  PCRA  applies  to  denials  of  employment 
and  insurance  as  well  as  credit.  It  is,  therefore,  Important 
that  denials  of  employment  and  insurance  remain  covered  by  the 
Fair    Credit    Reporting   Act. 
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B.        Simplification   of   the   Fair   Credit 

Billing   Act   Dispute   Resolution   Procedure* 

The   Pair   Credit   Billing  Act  currently  sets  detailed   rules 
which  consumers  nust   follow   in   filing   billing  disputes.      To 
ensure   that   consuaers   are   aware   of   these   rules,   the  Act   provides 
for    the   annual   nailing  of   a  notice   to  consuaers  setting   forth 
the   rules   they  aust   follow.      The   Federal   Reserve  Board's   1977 
Consumer    Credit   Survey  shows   that   the  annual   notice  requirement 
has   been   unsuccessful    (at   least  during   the   1975-77. period)    In 
alerting   consumers   to   their    rights  and   responsibilities  under 
the   Pair   Credit  Billing  Act.      Only   161  of   the   consuaers   surveyed 
even   knew   that   there  was  a   Federal    law  dealing  with  credit  card 
billing   errors,  despite   the   fact   that   they   regularly   receive 
notices  announcing    this   fact.      Moreover,    the  experience  of 
Commission  staff  with  the  Act  suggests  that  few  consuaers  follow 
all   the  procedural  steps  necessary  to  invoke  the  Act's 
protection. 

Correction   of   these   problems  could   be   accomplished   by  elimi- 
nating  the   formal   procedures   consuaers  nust   follow  to   file   a 
billing   error    notice,   particularly,    for    example,    the   requirement 
that   the   notice   be  mailed   to   a   specific   address   and   that  the 
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notice   contain   certain   specified   information.      This,    in   tarn, 
would   eliminate    any  need    for    the  creditor    to  send   the   consumer    a 
statement  of   Pali    Credit    Billing    lights  until    after    the  consumer 
files  a  billing   complaint.      If   a  consumer   sent  a  billing 
complaint   to  a  different   address  than   the  one   specified,    the 
time  period  for   correction  could  be  delayed,   until   the  complaint 
was    forwarded    to    the  billing  department.      Similarly,    if  the 
consumer   did   not   adequately   identify   the   account  or  describe    the 
error,    the   creditor   would   simply  write   back    requesting   the 
necessary   information  before   being   required    to   reinvestigate   the 


Both  of  these  areas  are  examples  of  changes  which  could  be 
made    in  existing   laws  which  would  be  beneficial    to  both 
creditors   and  consumers.      Moreover,   we  believe   that   the   changes 
could   be  made  without  causing   any  disruption  of   creditor   opera- 
tions   since    they  would   not   involve   changes    in   forms   and  would 
require    few.    If  any,    changes    in  existing  procedures. 

3.        Disclosures    for   Alternative  Mortgages 

One    reason   why  Truth    in   Lending   regulations   In  the  past 
tended    to   be    complex    is    that  credit   transactions    themselves   are 
often  complex,    and   are  becoming  more   so.      Nowhere   is    this  more 
true   than    in   the   new  ares   of   alternative  mortgage   financing. 
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In   shopping   for   traditional,    fixed-rate  mortgages,   consumers 
faced   relatively   straightforward   shopping  decisions.      The 
consumer   essentially  needed   only   to   compare   the  annual 
percentage   rate,    its  components   of    interest   and   pre-paid   finance 
charges   ("points"),   and   the   size   of   the  monthly  payment.      In   the 
recent   past,   however,   credit   shopping   has   become  much   less 
simple.      Hot   only  must  consumers  distinguish  among   an  array  of 
available  mortgage    instruments  —    Including   shared   appreciation, 
graduated   payment,   variable   rate   and   rollover   mortgages  —  but 
they  must   also   assess    the   relative   benefits  of   having   their 
interest   rates   tied   to   a   specific    index   such   as   the   three-month 
treasury  bill    rates,    the   Federal   Home   Loan  Bank   Board's   average 
cost  of   funds,   or   the  monthly  average   yield   on   Treasury 
securities,      in   other   words,   effective   shopping   for   mortgage 
credit  may   now   require  consumers   to  mane   sophisticated   judgments 
about   the   prospective   performance   of    indices   whose   very 
existence   is   presently   unknown   to   the   average   cnsumer. 


The  new  mortgage   alternatives  may   also   raise  difficult 
problems  with   respect   to  credit  advertising.      If,    for  example,    a 
loan   plan   were   offered   which   provides   for   6-3/4%   financing   for    a 
period  of   time   followed   by   an   increase   to   the   then  current   rate 
on   a  specific    index,    an   advertisement  mentioning   only   that   the 
creditor   offers   6-3/4»    financing,   subject   to   change,   might  be 
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legal.  Previously  such  advertisement  would  have  been  required 
to  provide  at  least  an  estimate  of  the  rate  for  the  entire 
period  of  the  loan.  Thus,  consumers  nay  be  receiving  less 
information  for  alternative  mortgage  instrument*  than  they 
presently  receive  for  conventional  ones,  despite  the  relative 
novelty  and  complexity  of  the  former  as  compared  with  the 
latter. 

Of   course,    as   variable   rate  mortgages  become  more   common, 
they   should   become  more   familiar   to  consumers.      Moreover,   as 
deregulation   of   financial    services  proceeds,   the  various   indices 
that  determine   the   cost  of   alternative  mortgage  credit  may 
become  more   closely   correlated.      Even    if   these   developments 
occur,   however,   consumers  may  still   have  difficulty 
understanding   and   comparing   the  costs   and   benefits  of   the 
various   financing   alternatives  now  available   to  them. 

Let  ne  emphasize   that   the  Commission   strongly   favors   recent 
trends   that  are   increasing   the   competitiveness  of   the  credit 
market.      Alternative  mortgage   Instruments   should   encourage  new 
avenues   of   competition   among   lenders,    while   permitting   them   to 
respond   to  changing   market  conditions.      These   instruments   also 
offer    important   benefits   to  consumers,    in   the   form  of  more 
available   and   more   flexible   sources   of   financing   for    home 
purchases.      At   the   same   time,    these   Instruments   create   the 
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potential    for   confusion   as  well    as  Manipulation.      Ha   think   then 
is   a  clear   need   to  Monitor    the    implementation   of   these   changes 
in   the  credit  Market  to  ensure  that  conauaers   are  able   to  shop 
effectively  among    the    available   alternatives   and    that   lenders 
are   able   to  compete    fairly  with  one  another    for   c 


Despite   recent   efforts  by  nany  states   to   raise  or   eliminate 
their   usury   rates,    state   usury   lawa  remain  an    issue  of  great 


The  Depository   Institution  Deregulation  and  Monetary  Control 
Act   of    I960   preempted  state   usury   laws  governing   home  mortgages 
and  mobile  homes.      State   laws  were  also  partially  preempted    for 
all    loans   by   federally    Insured  depository   Institutions  and  all 
loans  of  more    than  525,000    for    business  and   agricultural    pur- 
poses.     In   some  cases,    the  preemption  was  permanent    (subject    to 
state   legialative   override)    and    in  others    it  was   temporary. 
More   recently,    the   Federal    Home   Loan   Bank   Board   has  preempted 
state    laws    that  prohibit   use  of  variable   rate  mortgages. 
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The  National  Bank  Act  allows  national  banks  to  lend  at  th* 
highest  rate  available  to  any  creditor  in  the  state  in  which  the 
bank  is  located.   This  giants  national  banks  a  "most  favored 
lender"  status  within  the  state,  and  partially  preempts  the 
usury  law  of  the  state  in  which  the  bank  is  located.   In 
addition,  the  National  Bank  Act  has  been  interpreted  to  allow 
the  exportation  of  usury  rates  from  one  state  to  another  state 
by  national  banks.   Thus,  state  legislators  in  South  Dakota  can 
now  set  the  rates  which  will  be  charged  New  York  residents  who 
are  customers  of  national  banks  physically  located  in  South 
Dakota.   There  is  currently  soae  question  whether  these  save 
privileges  are  available  to  other  federally  insured  depository 
institutions;  however,  it  Is  clear  that  the  privileges  are  not 
available  to  retailers  and  other  creditors. 

The  current  situation  is  chaotic,  and  there  is  no  clear  con- 
sensus as  to  a  remedy.   Host  lenders  favor  full  Federal  preemp- 
tion of  all  state  usury  laws.  Host  state  officials  strongly 
oppose  any  further  Federal  encroachment  in  an  area  that  has  been 
traditionally  regulated  by  the  states.   While  the  presumption  Is 
that  most  consumers  favor  an  adequate  supply  of  credit  at  a 
reasonable  price,  in  at  least  one  state  a  voter  referendum 
defeated  attempts  to  raise  usury  rates  beyond  a  very  low  level. 

Although  there  is  substantial  evidence  that  unrealistlcally 
low  usury  rates  restrict  the  supply  of  credit,  we  have  not  yet 
seen  any  data  clearly  indicating  that  there  is  sufficient 
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competition   in  all   credit  Markets    (for   example,    the   snail    loan 
Market  or   'easy  credit"    retail   markets)    to   regulate   rates 
effectively   in   the   absence  of   some   state-imposed   ceilings.      At 
the   sane   tine,   however,    there    is   a   similar    absence   of  data 
□howing    that  markets  are   not   sufficiently   competitive  or   that 
state   Imposed   ceilings,    in   the   long   run,   are   necessary  to 
protect  consumers.      The   FTC  has   in   the  past   supported   creation 
of   a  group   to   study   the   issues   raised   by   Federal    preemption  of 
Btate   usury   laws,    and   we   again   recommend   that   approach. 

S.        Extension   of   Fair   Debt  Collection   Practices  Act   to 
Creditors 

The   Fair   Debt   Collection  Practices   Act   sets   a  code  of   con- 
duct  for   debt   collectors   and   prohibits  most  of   the  abusive, 
deceptive  or   unfair   practices   that   were   utilized   by   unscrupulous 
members   of    that    industry   prior    to    its    passage.       While   debt 
collectors   are   now  prohibited   from  engaging    in   such   practices   as 
calling   the  debtor's  neighbors   and   employer    in  attempting   to 
collect   a  debt,   creditors   are   not.      Although   it   has  always   been 
assumed   that   creditors   are   less   likely   to  engage   in 
unconscionable   collection   practices   than   debt  collectors,   our 
experience   is   that   at   leaBt   some   creditors  continue   to  engage   in 
the   very   sane   practices   which   would   be   illegal    if   they  were 
subject   to   the   Fair   Debt   Collection  Practices   Act.      While   the 
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Commission    is  continuing   topolice   the  collection  activities  of 
creditors    under    the    Federal    Trade   Commission   Act,    as    we   did 
prior    to   the   passage   of    the    Fair    Debt   Collection   Practices  Act, 
our    ability   to  do   so    is   United    both   by  available    resources  and 
the    fact    that  many  creditors  are  not  under   out    jurisdiction. 
Thus,    we   again    recommend    that    the   relevant   provisions  of   the 
Fair    Debt   Collection   Practices   Act   be  expanded   to   include 
creditors, 

I    hope    that   your    Committee  will    find    this    information 
helpful    and   I   would   be   happy   to   respond    to   any  questions   the 
Hembets   might   have. 
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Honorable   Richard   G.    hag  at 
United  State*   Senate 
5107  Dirksen  Office  Building 
Washington,    DC      20510 

Res      Federal   Preoption  of  State  Usury  Law* 

Dear   Senator   Lugar: 

This   is  with   reference   to  your   letter   of  Hay  13,    19B1 
requesting   the   Commission's  views  on  whether   Congress  should 
further   preempt   interest   rate  ceilings  on  consumer   credit.      In 
addition,   your   letter   requested   consents  on  s.r.    2501,    a  bill   to 
deregulate   the   interest   rate  on  business  and  agricultural  loans 
and   consumer   credit. 

lour   letter   requested   that  the   Commission  address  these   ques- 
tions during   its   testimony  on  Hay   18,   1981  before  the   Senate 
Banking   Committee,      The   issue  of   further   federal   preemption  of 
state   usury   laws   is   addressed   on  pages   11-13   of  the  attached 
Commission    statement    which   was   presented    at    that  bearing.       As 
indicated   in  that   statement,   despite  recent  efforts  by  many 
states   to   raise  or   eliminate   state   usury  ceilings,   state  rate 
ceilings   remain   a  matter  of  serious  concern,      while   the 
Commission  believes,   as  did   the   National   Commission  on  Consumer 
Finance,   that   there  may  be  no  need   for   state  usury  laws   in  credit 
markets  if  there  is  sufficient  competition  to  ensure  that  con- 
sumers pay  a  reasonable  charge  for  credit,  it  favors  the  creation 
of   a   federal   "Usury   Study  Commission , "   primarily  to  determine 
whether   there   are  credit  markets   in  which  there   is  currently 
insufficient  competition   to   regulate   such  charges.      As  discussed 
in  a  previous   staff   statement  on   such  a   proposal    [attached),   a 
usury  study  commission   could   also   address: 

Whether  lifting  of  rate  ceilings  should  be  immedi- 
ate or  whether  ceilings  should  be  gradually  phased 
out,  as  is  being  done  in  the  case  of  Regulation  Q's 
interest   rate   ceilings  on  deposits. 

Whether   federal   action  should  be   subject  to  a   state 
override,   and    if  so,   whether   the   state   should   be 
required   to   act   in  a   specific   time  period   and  a 
particular   manner    if   it  wishes   to  override   the 
federal   standard. 

Whether  a  floating  federal  ceiling  tied  to  an 
economic  Indicator  such  as  the  local  Federal 
Reserve  Board's  discount  rate   should   replace 
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lie  hard  G.    Lugai 


preempted  state  laws.  This  was  done  foe  business 
and  agricultural  credit,  as  well  as  all  loans  by 
federally  insured  depository  institutions.  In  the 
Depository  Institution  Deregulation  and  Monetary 
control   Act  of   1980. 

Whether   federal   preemption  of   state   usury  laws 
should  be   accompanied  by  the  prohibition  of  other 
credit  practices  which  exist  as  an  outgrowth  of 
state   usury  laws,   such  as   the   use  of  the  Rule  of 
TB's   to  calculate   refunds  of   unearned   finance 

Whether   the   Federal   Extortionate  Credit  Transaction 
Act.   la   U.S.C.    SB92,   which  makes  an  extension  of 
credit   at  a   rate    in  excess  of   45*   an   element  of  a 
prima   facie  criminal   case,   should  be   retained  or 
strengthened. 

A  brief   review  of   H.fi.    2501   also   indicates   the   need   for  care- 
ful  evaluation  of   the  method   used   to  preempt   state   usury  laws   if 
that  action   is   found   appropriate.      For   example,   H.R.    2501   limits 
a   state's   right   to   override   the   federal   preemption   to  a   period   of 
three  years,    thus   preventing   states   from   responding   to   abuses 
which  develop  more   than   three  years   in  the   future,   perhaps   in 
isolated,   local    credit  markets.      Similarly,   although  at   least 
three   states  have   already  overriden   the   federal   preemption  under 
the   Depository   institution  Deregulation  and  Monetary  Control   Act 
of  1980,   H.R.   2501  would  appear  to  require  those  states  to  act 
again  with   respect   to   the   same  classes  of   transactions  on  which 
they  previously  acted. 

The   Depository   Institution  Deregulation   and  Monetary  Control 
Act  of    1980   preempted   primarily  state  laws  which  Halted   the 
interest   rate  which  could   be  charged   on  certain  credit  transac- 
tions,2 while   H.R.    2501   preempts  all   laws   limiting    Interest, 


1  See,   e.g..    Hearings  before   the  Subcommittee   on  consumer 
Affairs  of   the   Committee  on  Banking,   Housing   and   Urban  Affairs 
of   the   United   States   Senate   on  S.    2002    (December   10   and   11, 
1979). 

2  For   mortgages,    the   law  preempts   limitations  on  all   charges 
but  specifically   reserves   to   the   state   that  right  to  limit 
charges  other    than   interest   (e.g.,   points  or  discounts!    at  any 
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Honorable   Rich; 
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:  be  used    in  order   to  ensure   fairness  and   effective 

competition.      Preemption  of   those   state  laws  would   seen 
unnecessary    to    the   goals   of    H.R.    2501. 


3      under    the   revised   Truth   in  Lending   Act,    for   example 

,   default 

and   acceleration  charges  need   not   even  be  disclosed   to 

sumer.      Credit   life    insurance  charges   have,    in   the  past 

found   susceptible   to   reverse   rate   competition,   that  is, 

,   competi- 

tive   forces   tend   to   raise   the   charge   rather    than   lower 

National  Commission  on  consumer   Finance,   Consumer  Cred: 

Lt   in   the 

Commissioners,   a  Backqround  Study  of  The  Regulation  of 

Credit 

Life   and  Disability  Insurance   (1970)    at   19-22. 
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structure.      For   example,   under   the   Uniform   Consumer   Credit  Code 
(which   is   the   law  in  Colorado,    Idaho,    Indiana,   Oklahoma,   Utah, 
Wyoming   and   Maine),   a   "regulated  loan"   is  defined   as  a  consumer 
loan   in   which   the   finance   charge   is   in   excess   of   10*   per   year 
calculated   on   the   unpaid   balance  of   the   principal,   and   a  "super- 
vised  loan"    is  defined   as  a   regulated   loan   in  which   the   finance 
charge   exceeds   Idi.      Section   3.501   of   the   UCCC.      A  creditor 
essentially  elects   to  be   a   licensed   lender    in  order    to   be 
entitled   to  charge  a   higher   rate  of    interest.      In   these   states 
preempting   state   usury   laws   would  appear   to   have   an   undetermined 
impact  on   this   regulatory   structure.      The  Commission  would   there- 
fore   recommend    close    consultation   with   state   officials   to   attempt 
to   remedy  any  such  problems  prior   to  the   passage  of   legislation. 

The   Commission   appreciates   t 


(JjLr^*^/\^ 
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Statement  of 

Lewis  H.  Goldfarb 

Assistant.  Director 

for  Credit  Practices 

of  the 

Bureau  of  Consumer  Protection 

Pederal  Trade  Commission 


H.R.  7340  -  The  Cash  Discount  Act 

Proposals  for  A 
Consumer  Usury  Study  Commission 


The  Subcommittee  on 
Consumer  Affairs  of 
The  Senate  Committee  on 
Banking,  Housing  and  Urban  Affairs 

Thursday,  July  24,  1980 


The  remarks  represent  the  views  of  the  Staff  of  the 
Bureau  of  Consumer  Protection  and  do  not  necessarily 
represent  the  views  of  the  Commission  or  of  any 
particular  Commissioner. 
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GOOD  MORNING: 

Thank  you  for  the  opportunity  to  appear  before  you  today  to 
present  the  views  of  the  staff  of  the  Federal  Trade  Commission's 
Bureau  of  Consumer  Protection  on  H.H.  7340,  the  Cash  Discount  Act, 
and  this  Subcommittee's  proposal  to  create  a  national  commission  to 
study  federal  preemption  of  state  usury  laws.   Ky  comments  today 
represent  my  own  views  and  do  not  necessarily  represent  the  views  of 
the  commission  or  of  any  particular  Commissioner. 

Consideration  of  these  two  subjects  is  timely  and  they  are 
clearly  related.  The  Truth  In  Lending  Act's  present  cash  discount 
provisions  now  permit  partial  preemption  of  state  usury  laws  and  the 
proposed  Cash  Discount  Act  would  eliminate  the  present  51  celling  on 
such  discounts  thus  greatly  expanding  the  preemption.  Moreover ,  as 
you  know  several  segments  of  the  credit  market  have  already  been 
subjected  to  a  full  or  partial  preemption  of  state  usury  laws  and 
other  representative*  of  other  sectors  are  currently  seeking  similar 

!■   Proposed  Consumer  Usury..  Study  Commission 


He  strongly  support  creation  of  the  proposed  consumer  usury  study 
commission  to  examine  the  Issues  raised  by  any  further  Federal  preemp- 
tion of  state  usury  laws.  We  believe  that  there  are  significant  ques- 
tions which  should  be  carefully  reviewed  and  answered  prior  to 
further  federal  action. 

Usury  laws  represent  ont  of  the  longest  standing  and  most  common 
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forms  of  economic  regulation.   The  National  Commission  on  Consumer 
Finance  traced  such  laws  as  far  back  as  the  21th  century  B.C.   Every 
State  in  thl*  country  has  sons  form  of  usury  lavs.   Moreover ,  such 
laws  have  significant  individual  impact  for  almost  ev 
Before  such  laws  are  preempted  by  federal  legislation,  further 
examination  is  appropriate. 


Much  debate  on  this  topi 
years  have  pointed  out  that 
orderly  allocating  of  credit 
able  supply  of  credit  and.  In  some  c, 
of  credit  by  serving  as  a  barrier  to 
National  Commission  on  Consumer  Plnai 
of  its  resources  to  examination  oE  r. 
sion  concluded  that,  on  balance,  rat' 
did  not  recommend  immediate  abolitloi 
to  evaluate  the  competitiveness  of  tl 
raising  or  removing  the  ceilings.  ' 
laportant  questions  which  a  study  coi 
there  presently  credit  markets  which 
to  justify  removal  of  rate  ceilings? 
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.salon   should  address:      are 

e  not  sufficiently  competitlvi 


In   the   United   Stat 
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There    are,    of   <: 
particular    importer 


i  boat  of  other  questions,  which  should  b« 

i   outlined  In  your  latter  of  July  12.  Of 


Whether  th«  lifting  of  rate  ceilings  should  be 
Immediate  or  gradual? 


Whether  any  federal  action  should  I 


Whether  a  maximum  rate  should  be  tied  t 
economic  Indicator  Or  the  Federal  Resei 
discount  rate? 


What  the  Impact  on  other  federal  ] 
regulations  would  be?  2 


tor  remedies  and  collection 
the  "Rule  of  78's*  to  ealei 


ei  protection,  a  particularly  Impor- 
hould  be  granted  additional  protec- 
,  for  example,  limitation*  of  credi- 
Ices  or  prohibition  of  the  uae  of 
•funds  of  unearned  finance  charges. 


'  The  Extortionate  Credit  Transaction  Act,  for  example,  make*  an 
extension  of  credit  at  a  rate  in  excess  of  45%  an  element  of  a  prim 
facie  case  or  criminal  case.  Other  Federal  regulation*  net  maximum 
charges  for  certain  government  guaranteed  credit  transactions. 
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It  may  be  argued  that  once  creditors  are  granted  relief  fro*  rate 
limitations  they  should  not  be  permitted  to  impor.e  additional  hidden 
coata  in  the  fora  of  onerous  collection  reaedlea  or  prepayment  penal- 
ties.  High  rates  coupled  with  harsh  collection  practices  might 
ultimately  be  found  to  cause  aore  hara  than  good. 


He  are  in  general  support  of  the  purpose  of  the  Caah  Discount 
net,  which  we  underatand  is  to  encourage  aore  merchants  to  establish 
caah  discount  prograas.  As  to  that  Act,  I  have  only  three  recoenenda- 
tlons.  First,  I  believe  the  existing  statute's  requirement  that  the 
cash  discounts  must  be  generally  available  to  all  caah  customers  is 
an  Important  one  and  should  be  retained.  This  provision  ensure*  that 
consuaers  who  do  not  have  credit  cards  can  receive  the  discounts. 


Secondly,  the  Act  removes  the  existing  SI  celling  on  Cash  dis- 
counts.  In  our  experience,  the  Limitation  on  the  mount  of  the 
discount  ha*  not  been  a  particularly  Important  reason  for  the  general 
reluctance  of  merchants  to  offer  cash  discounts.  Because  I  fear  that 
an  ununited  discount  could  be  used  to  subvert  the  Truth  in  Lending 
Act's  general  policy  of  promoting  Informed  use  of  credit  through  full 
disclosure  of  cost,  I  believe  some  ceiling  should  be  retained,  at 
least  until  the  proposed  study  commission  ha*  had  an  oportunlty  to 
evaluate  this  area. 
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The  most  significant  Issue  raised  by  U.K.  7340,  however,  is  Its 
continued  prohibition  of  surcharges  on  consumers  who  use  credit 
cards,   in  our  experience  small  merchants  who  adopt  program*  to 
ensure  that  cash  customers  do  not  pay  the  costs  associated  with 
accepting  credit  cards,  invariably  do  so  by  Imposing  a  surcharge 
rather  than  granting  a  discount  Cor  cash.   It  is  too  cumbersome  and 
costly  for  them  to  effectively  offer  discounts  (or  cash.   In  cases  in 
which  we  have  contacted  these  merchants  to  notify  them  that  the  prac- 
tice Is  illegal,  the  uniform  response  has  been  to  abandon  the  pro- 
gram, not  to  Institute  a  cash  discount  program.   Moreover,  In  at 
least  one  case,  the  merchant  expressed  dismay  that  the  law  allowed 
him  to  raise  his  cash  price  and  then  grant  a  discount  but  not  to  take 
the  much  simpler  step  of  simply  imposing  a  surcharge. 


Prom  an  economic  standpoint,  a  surcharge  and  a  discount  are 
equivalent  concepts  except  that  one  is  hidden  in  the  cash  price  and 
the  other  is  not.   Prom  a  practical  standpoint,  the  surcharge  seems 
easier  to  implement  and  mors  likely  to  ensure  that  the  cash  price 
does  not  reflect  the  cost  of  accepting  credit  cards.  ' 


3  There  are  inherent  costs  In  accepting 

these  cards 

Includi 

discount  the  merchant  pays  the  card  issue 

and  admin 

strativ 

There  is.  however,  an  underlying  economic 

question  o 

Increased  sales  from  credit  card  programs 

actually  r 

suit  in 

cash  prices  for  all  customer*. 
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OHimntely,,    the   question   of   whether    credit   card    isi«ri    Un- 
serves should   be  able  to   iapose  surcharges,    transaction  charge*  or 
■eek    additional    forms   of    compensation   not   now   per* It ted   by   atate    law 
will    be   faced   by   the   proposed   study   comission.      As   an    inter  In   Mea- 
sure,   I  would  recoaeend   that  the  Caah  Discount  act  be  amended   to 
allow  serchants  accepting    third  party  credit  cards  to  Iapoae  a  sur- 
charge which    in  equal   to  the  aaount  of  toe  discount  the  acrcbant  will 
pay  the  card   issuer.      If  such  •  provision   is  enacted    it  should  be 
coupled  with  a  provision  requiring  Merchants  to  clearly  disclose  that 
they   iapose   such  surcharges  both  at  point  of  sale  and   in  any  adver- 
tisement  stating   that   they   accept  thif"  c      lit  cards. 

I  hope  that  you  will    find  jt  assistance   in  considering 

this  legislation. 
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NACCA 


NATIONAL  ASSOCIATION  OF  CONSUMER 
CREDIT  ADMINISTRATORS 


"■» •■ "" 

united  state   senate 

hiaeell  Senate  Office  Building 

M,     a.  140* 

Dear  Senator  Tower. 

*=s  "K™„ ss"is  sesutis"  ■*  °™~* 

statea    -Guam,  Puerto  Pico  end  Canada.     The  purpose  of  our 
Agencies  and  to  facilitate  the  administration  of  lava  governing 

In  Hay  1900,    NACCA  adopted  a  reeolutlon  retfflnlng  our   support 
of  the  etatutea  and  regulations  adopted  by  the  varioua  states 

agreements  and  practlcea  and  urging  the  United  States  Congiess 

to  consumer  credit  ratea  or  precticea.     ■- cdfcy  at  thia  resolution 
le  enclosed.      In  My  1981.  HILCCA  j,.s„d  ■  motion  Joining  the 
Mexican  Conference  of  Uniform  CDneiaeer  Credit  Cede  EUUI  in 
oppoeing  K.R.    2501. 

our  Association  opposes  s .  IsOfi  aa  sail  ea  any  almller  legialation. 

SiTSSSiSf  ~* "~  '"*  "*"  "  "■ """ 

Very  truly  your  a. 

wuiu. 

mill™  ST^Sbla                          c/0  Mflc<  of  „ ._. o(  ^^ 

•«                                                                    Z!i£T.  i"$11707 
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NATIONAL  ASSOCIATION  OF  CONSUMER 
CREDIT  ADMINISTRATORS   ; 

I  u  tA  ox  tu 


•1 


WHEREAS,  Congress  passed  the  Depository  Institutions  Deregulation 
and  monetary  Contra!  Act  of  1980  (P.l.  96-221),  Title  V  of  which 


WHEREAS,  the  various  State  statutes  and  regulations  constitute  a 
body  of  balanced  state  law  whose  purposes  include  providing  rate 
ceilings  to  assure  an  adequate  supply  of  credit  In  consumers  and 
protecting  consuwrt  against  unfair  practices  by  sow  suppliers 
of  consumer  credit,  having  due  regard  for  the  Interests  of  legit- 
imate and  scrupulous  creditors;  and 

WHEREAS.  Section  501(b){2]  ant  S25  permit  the  States  to  adopt  a 
law  explicitly  and  by  its  terns  stating  that  a  State  does  not 
want  the  various  provisions  of  Title  V  to  apply  to  consumer  loam 
and  credit  sales  made  in  such  State. 

KM,  THEREFORE,  BE  IT  RESOLVED  by  the  National  Association  of 
Consumer  Credit  Administrators  that  the  Association  reaffirms  Its 
support  of  the  statutes  and  regulations  as  adopted  by  various 
States,   including  their  provisions  on  rates  and  charges  and 
limitations  on  agreements  and  practices,  as  the  proper  approach 
urlng  an  adequate   supply  of  consuaer  credit  and  speeifi 


1   legislation  is  this  area  is  undesi 
and  has,  in  many  c 

individual  States;  and 

BE   IT  fURTHER  RESOtVB)  that  the  H.A.C.C.A.  urges  that  the 
U.   S.  Congress  undertake  r,0  further  preemption  of  State  laws 
with  respect  to  consumer  credit  rates  or  practices  so  as  to 
allow  the  individual   states  an  opportunity  to  study  and  enact 
needed  reforms   In  their  consumer  credit  statutes  and  urges 
the  caittuaer  credit  administrators  in  all   States  to  support 


BE  IT  FURTHER  RESOLVED  that  the  M.A.C.I 
vidual  States  to  promptly  teview  theh- 
empted  by  f 


urges  the  indi- 
■errlde  these  preemptive 


ere  I t  is  determined  

e  to  the  Congress   that  future  preemption  of  scat 
redlt  lavs  is  unnecessary   In  1 


:r»  to  respond  to  changing  con- 
field  and  Urges  that  the  cOn- 
all   States  support  this  position. 
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e  National 
Fmiiwii  Union 


STATEMENT  OF 


SUBMITTED  TO  THE 

FINANCIAL   INSTITUTIONS  SUBCOMMITTEE 

BANKING,   HOUSING   S  URBAN   AFFAIRS  COMMITTEE 

UNITED  STATES  SENATE 

CONCERNING 


WASHINGTON,   D.   C. 
July   15,    IMt 


Mr.  Chairman: 

National  Farraari  Union  appreciate*  the  opportunity  to  submit  it* 
views  on  S.    1«0t,   the  "Credit   Deregulation  and  Availability  Act  or   IU81". 
Agriculture,   and  consumer*  in  general,   cannot  take  another  data  of 
"deregulation'   if  tha  purpose  and  effect  of  such  action  results  In  a  further 
increase  in  tha  cost  Of  credit.     We  find  nothing  In  this  legislation  which 
will  make  credit  available  to  farmers  or  other  users  of  credit  at  reasonable 
Interest   rates.       On   the  contrary,   such  legislation  will  have  the  opposite 
effect. 

On  the  short-term  loan  side,  almost  all  of  the  debt  on  many  farms 
Is  rotated  every  year.  It  I*  paid  off  and  new  loans  are  drawn.  There 
are  some  loans,  for  example,  on  farm  machinery  purchases,  which  any 
run  three  to  five  years  In  duration.  But,  as  bast  as  we  an  calculate, 
these  longer-term  'short-term*  loans  make  up  only  about  one-eighth  of 
J  ■  "  -    ■-■  ■  --'     "        —  it  of  tha  ff 


debt  that  the  Impact  or  additional  Interest  rata  deregulation  would  be  most 
adversely  felt  by  farmers  and  ranchers. 


ittee  that  you  carefully  analyse  tha 
statement  by  the  National  President  of  the  FaraMrs  Union,  George  Stone, 
which  I   am  attaching,   concerning  the  impact  of  credit  policies  on  « 
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agriculture.  After  reviewing  [hit  d 
agree  that  legislating  higher  Interest  rates  Is  not  the  answer.  The  Con- 
gress must  ect  to  reduce  interest  rates  which  will.  In  the  process,  halp 
alleviate  Its  twin  demon,  high  levels  of  Inflation. 

We  are  also  somewhat  confused  by  the  philosophy  of  this  measure. 
At  a  time  whan  the  Administration  and  many  Members  of  Congress  are 
advocating  a  greater  role  for  the  states  In  managing  their  affairs,   legisla- 
tion such  as  this.   Invalidating  portions  or  state  constitutions  and  state 
statutes,   seams  contrary  to  thet  philosophy. 

I  hope  this  Committee  carefully  considers  the  Impact  on  American 
agriculture  and  Its  farm  families  If  It  acts  to  increase  the  debt  burden  on 
fanners  at  the  same  time  that   farm  prices  are  declining   {  '    ~" 
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STATEMENT  OF 

GEORGE  W.   STONE 

PRESIDENT 
NATIONAL   FARMERS   UNION 


SUBCOMMITTEE  ON   CONSERVATION,   CREDIT   AND 

RURAL  DEVELOPMENT 

COMMITTEE  ON   AGRICULTURE 

U.   S.    HOUSE  OF  REPRESENTATIVES 


Washington,  D.  C. 

June  23,    1381 


Mr.   Chairman  and  Members  of  the  Subcommittee: 

I   am   Coorge  W.   Stone,    President  of  the  National  Farmers  Union, 
Denver,   Colorado.      I  appreciate  the)  opportunity  to  appear   before  the 
Subcommittee  today  on  behalf  of  the  members  or  the   National   Farmers 
Union  and  command  the  Chairman  for  holding  this  hearing  on  a  subject 
which   Is  of  immediate  concern  to  [he   farmers  and   rancher*  of  this 
country . 


The   high  cost  of  farm  borrowings  Is  the  roost  obvious  and 
staggering  of  the  affects  of  the  extraordinarily   high  Interest  rates  being 
maintained  by  the  Federal  Reserve  Banking   system  despite  a   lack  of 
apparent  beneficial  effects.     But  the  direct  cost  to  farmers  is  only 
one  of  the  many  damaging   Impacts  of  the  high  interest   levels  which  have 
bounced  around  between  171  and  211  for  most  of  this  year.     The  latest 
reports  average  Interest   rata  paid  by   farmers   for   such  things  as  live- 
stock,  feed,   farm  operations,   machinery,   etc.,   is   17.921,   almost  four 
points  higher  than  a  year  earlier,  en  increase  of  27%  In  the  going  Interest 
rata.     The  net  effect  Is  that  as  farmers  borrow  more,  they  have  less 
ability   to   repay   the  loans. 
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—  FARM  INTEREST  OUTLAYS.     Farmers  will  pay  more  than  *» 
billion  in  Interest  In  1981  on  their  current  debt  of  $1*0. S  billion  compared 
with  their  outlay*  of  (16.S  billion   In   1980. 

—  CCC   LOAN   RATE  COSTS.     The  currant  CCC   IntiriM  r««  on 
commodity   loan*  I*   !*}%■     At  tha  axlstlng   1981  crop  loan  rataa,   that   la  a 
coat  to  farmers  of  46.40c  a  bu*h«l  on  wheat  and  34.80C  a  bushel  on  corn 
for  1981  ragular  ban*.      If  tha  first  yotr  watvar  of  interest  I*  terminated 
on  farmer-held  rasarva  loan*.  It  will  com  farmer*  50.TSC  a  buahal  on  wheat 
and  JS.gne  a  buihai  on  corn. 

—  REDUCED  PROSPECTS   FOR  GRAIN   EXPORTS.     At  tha  start  of 

(hi*  yeer.  It  wsi  predicted  that  U.S.  farm  axport*  would  sat  a  haw  record 
valua  of  $48.5  billion  In  1981.     Now,  bacau**  high  Intarast  rsUs  affoct 
tha  cost  of  handling  grain   Inventorlas  and  due  to  other  factor*,   predic- 
tions are  that  axports  will  hava  a  value  of  only  about  $46  billion. 

—  NO  REDUCTION  IN  CREDIT  USE.     High  Intarast  rataa  are  a 
crude  and  ineffective  way  of  discouraging  credit  usa,  at  least  as  far  a* 
farmer*  are  concerned.      At  the  and  of  March  this  yeer,   farmer  borrowings 
from  major  commercial  banks  was  running  10%  higher  than  a  yeer  ego,  at 

a   rate  of  $5.4  billion   In   loan*  per  week,   compared  to   94.9  billion   a   year 
earlier. 

—  INFLATION   RATE   IS  ACCELERATED  6Y   HIGH   INTEREST   RATES. 
Since  high  intereit  rite*  become  wrapped  up  into  costs  of  all  Industrial 
and  consumer  good*  and   services,   thay  tend  to  aggravate  Inflationary 
pressures,  rather  than  reduce  them. 

—  COST  OF  GOVERNMENT  SHARPLY   INCREASED.      High  Interest 
rata*  inflate  the  cott  of  government  at  all  levels.     For  the  federal  govern- 
ment alone.  Interest  outlays  for  fiscal  year  1982  will  be  $106. J  billion, 

up  from  994  billion.     Tha  Interest  outlays   In  fiscal  1992  will  be  Ml  billion 
higher  then  in  1977  when  the  basic  cost  of  money  was  about  St. 

—  GOVERNMENTAL  DEFICITS  ARE  AGGRAVATED.     The   $65  billion 
cited  above  would  be  enough  by  Itself  to  bring  the  fiscal  1982  federal 
budget  Into  balance.     It  Is  a  waste  which  should  no  longer  be  tolerated. 

—  ABILITY  OF  FARMERS  TO  GENERATE  CAPITAL  INTERNALLY 
IS  REDUCED.  In  the  year  of  1970,  U.S.  farmers  relied  on  new  loan*, 
or  a  net  Increase  In  loans,  for  only  SI  of  the  cash  sources  of  funds  for 
their  operation*.     In  1981,  farmers  ere  substituting  credit  for  income  at 


—   PURCHASING  POWER  OF  CONSUMERS   DIVERTED   FROM   FOOD, 
OTHER  NECESSITIES.     The  tripling  of  effective  Interest  rates  since  1977 
on  consumer  loans  has  diverted  $10  billion  of  purchasing  power  from  food, 
housing  and  other  necessities.     Indirectly,  therefore,  high  Interest  rataa 
depress  the  effective  demand  for  product*  of  American  farms. 
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—  COMPETITION   FOR   FUNDS   SIPHONS  MONEY   AWAY  FROM  THE 
FARM  SECTOR.     With   Inn  advent  of  high   interest   rates  las  come  a  prolif- 
eration of  money   market   funds  and  other   Investment  opportunities   which 
are  drawing   several  billion   in   loanable  fund*  from  agricultural  purposes. 
The  adverse  effect  upon  country   banks,   which  normally   service  farm  bor- 
rowers,  has  been   particularly  notable. 


Early  In  1977  —  about  tour  years  ago  ~  the  prima  interest  rata 
wai  at   6.25  percent.      The  prime  rata,   which  la  the  pace-setter  for 
interest   retea  generally,   advanced  to  11. 75  percent  by  tha  opening  of 
1979,   and   since  then  wa  have  Men  tha  prima  rat*  rise  to  as  high  aa 
1H  percent. 

Such   record  internst  rates,   coming  at  a  time  when   farm  debt  Is  al 
ballooning   to  record   levels,   is  extracting  a  fearful  price  from   Farmers. 
Wa  maintain   that  had  tha  basic   Interest   rata   remained  at   reasonable  levalf 
the  net  income  of  U.  S.  farmers  would  have  bean  substantially  higher 

According  to  our  calculations,  about  $12  billion  In  Income  has  beer 
diverted  from  the  Income  side  to  tha  cost  side  of  farm  balance  sheets  dm 
to  the  Impact  of  tha  higher  Interest  rates. 

As  we  attempt  a  general  overview  of  tha  money  and  credit  crisis, 
we  recognize  that  as  Important  as  these  overall  statistics  and  trends  may 
be,  there  Is  always  tha  possibility  that  wa  may  lose  sight  of  tha  human 
element  —  the  farmers  and  tha  farm  wives  and  family  members  and  the 
manner  in  which  they  feel  the  effects  of  the  debt  burden  and  tha  high 
interest  rates. 

We  call  your  attention  to  tha  dimensions  of  tha  credit  crisis  in 
ATTACHMENT   "A". 

On  January  1,    1991,  the  outstanding  debt  of  U.  S.  farmers  was 
$180.5  billion  --  an  Increase  of  $23  billion  or  IS  percent  In  a  year's 
time.     That  Is  twice  what  it  was  five  years  ago  and  more  then  seven 
times  what  it  was   In   1960. 


1949  and  about  three  time*  what  It  was  early   In   1977. 

In  ATTACHMENT  "C",  wa  show  tha  Interest  outlays  by  farmers 
over  the  past  20  years,  from  a  grand  total  of  $1,269  million  in  I960  to 
$16.5  billion  for  1980.  That  Is  mora  than  a  II- fold  Increase  from  I960 
and  more  then  a   doubling  In  just   four  years. 

It  Is  sometimes  maintained  that  the  changes  In  Interest  rates  do 
not  make  themselves  Immediately  felt.  Tha  Interest  rates  in  some  mort- 
gages and  many  promissory   notes  era  fixed,   and  SO  the  new   rates  do 
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In  ratal-ring  to  ATTACHMENT   "0",   I 
cant  of  rn*l  estate  debt  and  only  12  percent  of  si 
Immediate  ly  affected  by  Intaraat  rate  changes. 

About   31  parcant  of  tba  outstanding  raal  aitita  dabt  each  yaer   la 
new  borrowing  —  so  that  will  ba  affactad  by  the  new  rata.     The  Fadarel 
Land  Bank  nyntam,  which  accounta  for  one-third  of  tha  raal  eitate  lending, 
la  now  largaly  on  a   variable   Interest   rata   baali.      The  rate*  float  according 
to  prevailing  market  condition*  and  ao  theaa  loan*  era  affactad  Boon,   If 
not  Immediately,   by  the  new   rata*. 


era  some  loan*,  for  example,  on  farm  machinery  purchases,  which  aay 
run  three  to  five  yean  In  duration.  But,  a*  beat  aa  we  can  calculate, 
these  longer-term  "short-tens"  loan*  make  up  only  about  one-eighth  of 
the  non-real  eitate  debt  burden. 

tn  ATTACHMENT   "E",   we   enow  the  tana  debt-to-aaaet   ratio  over 


The  January   1,    19)0,   ratio  of   IH.I   I*  the  most   unnjvonhla   *lnca 
19*1. 

A  more  meaningful  meaeureinent  la  the  rate  of  substitution  of  credit 
for  income  which  wa  *how  in  ATTACHMENT  "F"  relating  to  the  cash  sourcai 
of  funds  of  farm  operators. 

What  this  show*  Is  that  farm  operation*  are  not  generating  internal 
capital  a*  they  have  or  aa  they  should  but  Instead  are  Increasingly  depen- 
dent on  borrowed  funds  for  cash  operating  money. 

net  Increase  In  loan*  —  represented 
•  of  fundi  of  farmer*. 


The  flnt  of  these  I*  the  U.  S.  parity  ratio  —  currently  at  63 
percent  of  parity.     What  It  mean*  I*  that  farm*  are  able  to  paaa  through 
only  S3  percent  of  their  operating  coats  (Including  Interest)  In  the  price 
of  their  products. 
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SI   percent   ii   no!   t  good  Oman  of  the  viability  of  firming  ■■  en  economic 
enterprise. 

In  the  third  Item,   wa  show  the  return   to  farm  aqulty  compared  to 
tha  ratal  of  profits  In   selected  manufacturing   Industrie*.      Again,   tha 
3.6  percent  farm  rata   In   1978  does  not  compere  wall  with  tha  14  percent 
rate  In  all  manufacturing  enterprises.     A  rata  of  a.  I  Indicated  only  slight 

Improvement   In    1979. 


ir.   Item  four   la  worth   soma   study, 
to  i»7»,  if  inflation  la  delated,  farm  real  estate  \ 

dined. 

Now,   of  course,   tha  higher  land  value*  do  make  It   possible  to 

iw,   without 

Repayment  depend*  on  income  —  and  we  should  never  lose  sight 
of  that. 

It  is  Important  to  understand  that  the  Nation's  farmers  are  alio 
affected  by  what  high  interest  rata*  do  to  tha  remainder  of  tha  national 
economy.  Obviously,  the  higher  Interest  rates  are  diverting  consumer 
purchasing  power  which  could  be  used  for  food,  for  housing,  for  auto- 
mobiles and  other  manufactured  goods. 


You   nave  all   been   told  many  time*  that  these  tight-money,    high- 
intnrest   rate  policies  are  justified  on  tha  basis  that  they  will   reverse 
Inflationary  pressures  and  save  tha  value  of  the  dollar. 

Perhaps  farmers  would  be  willing  to  go  through  tha  wringer, 
worker*  to  be  unemployed,  and  other  citizens  to  forego  purchases  of  a 
house,  a  car  or  other  major  Item*,  and  our  whole  society  to  accept  a 
lower  standard  of  living,   if  It  achieved  anything  in  tha  war  on  inflation. 


A  BETTER  AMI-INFLATION   STRATEGY    IS  AVAILABLE 

In  tha  Emergency  Credit  Control  Act  of   1969 

(Title  II  of  Public  Law  91-151) 
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P.L.    91-151  to  help  curb  Inflationary  pressure*. 

Tha  effort   wii  abandoned  a   brlaf  two  month*  liter  without  aver 
making  use  of  son**  of  tha  vary  significant  tool*  which  were  available. 

Latar,  tha  Congraaa  voted  to  terminate  tha  Emergency  Credit 
Control  Act  of  1*e9,  but  made  tha  termination  effective  June  30,   1M2. 
Thorafora,  tha  authority  itlll  la  available  to  tha  Praaldant  and  could  bo 
used  by  tha  Praaldant  to  direct  tha  Fadaral  Reaarva  Bank  board  to  take 
cartabi  conatructlva  action*  In  tha  campaign  agalnat  Inflation. 

W«  acknowledge  that  credit  control*  and  credit  allocation  are 
drajtlc  tool*,   but  condition*  era  deipante  and  tha  itrataok>a  of  tha 
Federal  Reaarva  under  tha  Carter  Admin latration  and  under  tha  Reagan 
AdmlniMratlon,   up  to  thla  time,  have  been  entirely  Ineffective  In  curbing  . 
Inflation. 


—  Runaway  Inflation  la  worse, 

—  Recession  I*  worse, 

—  High   unemployment  la  worse,   and 

—  Hardship   for   those  at  the  dawn  of  Ufa,   or   those  at  tha 
twilight  of  Ufa,  or  those  In  tha  shadows  of  Ufa  (the  die- 

advantaged,   tha  handicapped  and  tha  poor)    la  worse. 

These  alternatives  are  not   viable  alternatives   for  tha  American   at 
and  they  should  make  way  tor  an  affactlva,  though  stern,  medicine  of 
credit  control*  and  allocation. 


Section  205  of  tha  law  provide*  that: 


"whenever  tha  Praaldant  determine*  that  such  action  Is 
necessary  or  appropriate  for  tha  purpose  of  preventing 
or  controlling  Inflation  generated  by  the  extension  of 
credit   In  an  excessive  volume,   tha  President  may 
authorlM  tha  Board  to  regulate  *nd  control  any  or  all 
extension*  of  credit." 


"Prescribe  tha  maximum  amount  of  credit  which  may  be 

"Prescribe  the  maximum  rata  of  Interest,   maximum 
maturity,  minimum  periodic  payment,  maximum  period 
between   payment*,   and  any  other  specification  or 
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limitation  of  the  tirmi  and  conditions  or  any  extension 


Ai   wn   reed  this  statute,    no  believe  It  contains  authority   for  ■ 
roll-back  of  interest   rates  to  any   level  which  thai  President  nay  direct. 
It  contains  authority  to  allocate  credit  to  productive  uses   such  at   farming 
and  food  distribution,  to  housing,  to  basic  industries  and  to  small  business. 


If  the  White  House  would  use  thla  authority  to  roil  beck  the  coat 
of  money  aven  to  the  than  relatively-high  level  of  Git  which  prevailed  in 
April,    1977,   it  would   result  in   these   savings  to  the  A 


\   $200   billion   reduction   in   interest  outlays  by  American   house 


THE  NEED  TO  EXTEND  THE  ECONOMIC   EMERGENCY   LOAI 
Authorised  in  the 
EMERGENCY   CREDIT   ADJUSTMENT  ACT  OF   197 
Public  Law   95-33* 


On  many  American  fai 
single  largest  expense  Item, 
and  the  cost  of  purchased  li' 


The  outstanding  debt  of  U.S.  farmers  (which  began  this  year  at 
$82.9  billion)  Is  now  thought  to  be  approaching  $200  billion.  Farmers 
depend  on  commercial  or  independent  financial  sources,  such  as  commer- 
cial banks,  life  Insurance  companies,  federal  lend  banks  and  individuals 
for  911  of  their  real  estate  loans.  They  depend  on  commercial  or  Inde- 
pendent sources  such  as  banks.  Production  Credit  Associations  (PCA's) 
*  for  77%  of  their  short-term  borrowing  (non-real  estate). 


Yet  for  farmers,   who  cannot  gat  financing  from  other  sources, 

which  they  get  from  federal  i 
vival   in  farming.      Disaster   k 

Responding  to  e   severe  crisis   In   1978,   Congress  and  the  President 
approved  the  "Emergency  Agricultural  Credit  Adjustment  Act  of  1978", 
Public  Law  95-3.M.  which  included  a  new  economic  emergency  loan  program. 
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Under  Ihli  section,   USDA  1*  authorized  to  Insure  and  guarantee 
loani  to   family-scale  farmer*  not  able  to  obtain   sufficient  cradit   from 
normal   source*  to  finance  actual   needs  at   reaeonable  rata*  and  tana* 
due  "to  national  or  area  wide  aconomlc  itraaaaa,  luch  aa  the  general 
tightening  of  agricultural  cradit  or  an   unfavorable   relationship  between 
production  coili  and  prlea*  racalvad  for  agricultural  commodities. " 

P.L.  9S-33*  authorized  up  to  M  billion  in  luch  economic  emergen: 
loan  program*  through  May  IS.  1980.  Subsequently ,  In  March,  1910,  the 
~*  extended  with  another  $2  billion  In  loan  authority  through 


From  early  1973  through  June  10,   1)11,   tome  11S,m  a 
emergency  loan*  have  bean  made,  totalling  $C.I  billion.     Since  aoate  ropey  - 
'   ten  Bade,   a   total  of  iWS  million   In   unobligated   fund* 
,  In  tha  remainder  of  tha  year  ending  September  30th. 

In  view  of  the  currant  projection  tint  total  net  Income  of  U.S. 
farmer!  may  be  aa  poor  a*  tha  dlaaater  year  of  1980  and  because  of  tha 
huge  debt  loed  of  farmers  and  tha  extraordinary  Intareat  rates.  It  la 
Important  that  tha  Congress  act  to  extend  the  economic  emergency   loan 
program  for  at  least  two  yean  beyond  the  scheduled  expiration  on 
September   30th. 

Tha  House  Agriculture  Committee  has  recommended  a  one-year 
extension  of  the  economic  emergency  nan  program,  but  without  any 
additional  loan  authority. 

Wa  think  that  tha  extension  should  be  for  two  years  with  at  least 


Neither  tha   Reagan  Administration   nor   the  preceding  Carter  Adi 
istratlon   retain  men  bed  a  continuation  of  this  program,   but  wa  regard 
that  position  as      thort-ilghtad  and  mistaken. 

Tha  economic  emergency  loan  program  has  helped  IIS, 000  farmai 
stay  In  farming,     without  such  a  program,  tha  end  of  tha  road  could 
coma  In  lata   19(1  or  early   I  Ml   for   many   thousands  of  efficient  and 
productive  farm  operators,  who  are  In  economic  difficulty  through  no 
fault  of  thalr  own. 

Since  tha  program  function*  through  the  Insuring 
of  "loans  by  tha  FmHA,  tha  net  cost*  of  tha  program  to  the  u 
sury  (and  to  taxpayer*)  will  be  negligible.     But  to  tha  farm  operator* 
who  are  helped.   It  will  mean  survival. 
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interest  in  the  rates  paid  by  [their]  residents. . .  for  the  use  of  money. ..." 
Alden's,   Inc.  vs.   Packel,  Third  Circuit,   Nos,   F4-1971,   F4-1972,  8-27-75, 
CCH  Consumer  Credit  Guide  para.  SB, 544  9  p.  88,011.     This  interest  Is 
undoubtedly  founded  at  least  tn  part  on  the  enormous  amounts  of  money 
involved  in  consumer  credit  transactions.    Total  outstanding  consumer 
installment  credit  (exclusive  of  mortgage  credit)  in  the  United  States  at 
the  end  of  May,   1981   was  $315,465,000,000.     Fed.  Res.   Bulletin,  July, 
1981 ,   p.  A40  A  change  of  1  %  in  the  interest  rate  charged  on  such  amount 

such  amount  of  approximately  $262,887,500.     Put  another" way,  a  A%  APR 

interest  payments  of  roughly  $5  per  month  per  capita  in  the  United  States, 
or  about  $60  per  year  per  capita.    Since  large  numbers  of  the  population 

to  users  of  such  credit  would  be  much  higher.     Clearly,  the  individual 
States  have  "substantial  interests"  In  what  their  cttiiens  pay  for  credit. 

Given  the  enormous  potential  costs  to  consumers,  it  seems  logical 
to  perform  a  "cost-benefit"  analysis  on  a  proposal  which  would  pre-empt 
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reduce  the  growth  of  consumer  credit  wu  te.BOO  millions.    Thus,  c 
credit  is  growing  faster  now  than  it  was  immediately  prior  to  the  Imposition 
of  credit  controls  intended  to  alow  the  growth  of  credit!  •    This  seema  to 
cast  some  doubt  on  allegations  that  consumer  credit  la  generally  unavailable. 

Additional  figures  from  the  Federal  Reserve  Board  seam  to  belie 
arguments  that  credit  Is  relatively  unavailable.     Seasonally  adjusted  figures 
from  the  halcyon  days  of  January  through  July,   1979,  reveal  that  average 
monthly  extensions  of  consumer  installment  credit  were  $26,632  million*. 
(Fed.   Res.  Bulletin,   Sept.,   1979,  p.  A43)   Average  monthly  extensions  of 
similar  credit  for  the  seven  montha  from  Nov. ,   1980  through  May,  1981 
were  $27,965  millions.    (Fed.  Res.  Bulletin,  July,   1981 ,  p.  A41 )    While 
this  represents  an  increase  of  only  5. OX  In  22  montha.   It  hardly  seems  as 
if  credit  is  largely  unavailable,  particularly  whan  considered  in  light  of  a 

The  final  observation  I  would  make  on  the  unavat lability  argument 
stems  from  Its  source.     1  am  unaware  of  any  groups  who  are  seriously  and 
aggressively  advancing  the  notion  that  credit  is  unavailable  due  to  interest 
rote  ceilings  other  than  creditors  and  creditor  groups.     While  this  does 
not  necessarily  disprove  the  validi^  of  such  an  argument,  it  seems  at 
least  to  call  it  into  serious  question.     If  credit  were  generally  unavailable 
due  to  interest  rate  celling  (as  opposed  to  its  unprecedentedly  high  cost), 
it  would  seem  logical  to  expect  that  consumers  and  consumer  groups 
would  be  pushing  for  the  removal  of  such  obstaclea.     It  Is  my  understand- 
ing that  these  groups  are  generally  opposing  this  course  of  action. 

Another  argument  advancing  an  alleged  benefit  of  repealing  State 
interest  rate  ceilings  Is  mat  cross-subsidies  created  by  such  ceilings 
would  be  eliminated.     The  notion  is  that  unreallstically  low  rate  ceilings 
force  creditors  to  charge  the  same  rate  -  Una  calling  -  to  all  accepted 
borrowers,   both  low  -  risk  and  high  -  risk.     Thus,  lower  - 
are  subsidizing  higher  -  risk  borrowers.    By  eliminating  ceilings,  t* 
theory  goes,  higher  -  risk  borrowers  can  be  charged  rams  related  tt 
their  higher      risk  and  thus  won't  he  subsidized  by  lower  -  i 
This  theory  rests  on  several  aasumptions.    The  most  important  la  that 
creditors  will  actually  distinguish  among  their  consumer  borrowers  aa  to 
risk  and  price  their  credit  accordingly.    The  tact  la  that  It  la  uneconomical 
for  most  extenders  of  consumer  credit  to  make  such  distinctions  due  to 
the  relatively  small  amounts  of  credit  (and  thus  the  relatively  small  amount 
of  profit  per  transaction)  involved.     I  am  unaware  of  any  credit  card  plan, 

*    Admittedly,  the  current  growth  rate  Is  lees  than  It  was  In  mld-1979,  but 
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ren»d  coats  ana  is  inefficient  in  the  sense  that  it  generally  doesn't  distin- 
guish (for  perfectly  valid  economic  reasons)  among  ind-.vidual  pa  i  owei-s 
on  the  basis  of  risk.  Thus,  wnat  results  is  a  system  where  an  individual 
either  Qualifies,  and  pays  a  systemically  -  determined  rate,  or  doesn't 
Qualify.  Thus,  cross  -  subsidies  among  individual  consumers  would 
continue  to  exist  in  many  consumer  credit  markets  following  preemption, 
but  at  a  higher  systemic  rate. 

Even  if  one  assumes  thee  unrealistic  State  usury  ceilings  are 

sd:t  to  be  unavailable,  or*  must  examine  the  propriety 


against  unduly  restrictive  rate  ceilings  have  been  'orcefully  and  articu- 
lately made  at  the  state  level .     The  sheer  magnitude  of  the  financial 

results  of  such  legislative  pressures  are  rather  clear.    Approximately  36 
States  ha-^e  repealed  or  eased  some  or  all  of  their  interest  rate  ceilings 
:n  the  past  two  years.    (See  generally,  CCH  Consumer  Credit  Guide  para. 
di78j.    An  additional  10  States  (CO,  ID,   IN,  1A,  KS,   we,  OK,  SC,   UT 
and  //V)  had  previously  adopted  the  Un-.form  Consumer  Credit  Code  in 
part  or  whole,  with  its  relatively  unrestrictive  ceilings.     (CCH  Consumer 
Credit  Guide  para.  4770)    Thus,  it  seems  incongruous  to  argue  that  States 
are  'or  have  been)  unresponsive  to  money  -  cost  pressures.    And  if  this 
is  (and  has  been)  the  case,  questions  arise  as  to  the  necessity  for  federal 
involvement,  particularly  given  the  divergent  characteristics  among 

some  have  suggested)  that  elimination  of 
hat  is  irresistable  when  considered  on  its 
te  legislatures  which  nave  eased  (but  not 
are  incapable  of  seeing  or  unwilling  to 
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There  is  no  question  that  the  federal  government  has  been  involved 
in  the  establishment  of  ceilings  on  interest  rates  in  the  consumer  credit 
field.     In  the  area  of  non-mortgage  consumer  credit,  this  involvement 

markets.  Over  a  century  ago,  the  federal  government  granted  a  prefer- 
ential competitive  position  to  nationally  chartered  banks  by  means  of  12 

as  "most  favored  lender  status."    This  provision  allows  nationally  charter- 
to  any  other  lender  competing  in  that  state.     Historically,   this  has  gener- 
ally allowed  nationally  chartered  banks  to  impose  rates  otherwise  reserv- 

a  favorable  competitive  position,  and  has  consistently  been  upheld  by  the 
US  Supreme  Court,  despite  a  recognition  of  the  tenuous  economic  advis- 
aoility  of  such  a  position. 

Similarly,  the  federal  government  has  recently  acted  in  the  area 
of  rate  ceilings  in  the  Depository  Institutions  Deregulation  and  Monetary 
Control  Act  of  1 990  (MCA).  Public  Law  9S-221  ,  March  31 ,  1980..  Sec- 
savings  and  loan  associations,  and  credit  unions,  respectively,  to  make 


inking)  has  rejected  that  view,  holding  that  the  MCA  grants 
irity  to  charge  the  FRB  discount  rate  plus  one.  Who  Is  cor 
=en  these  regulators  Is  unimportant  for  the  purposes  of  this 
e  MCA  was  Intended  ti 


Indeed,   the  operative  language  of  1  521   is  prefaced  by  a  statemer 
•pose:     "In  order  to  prevent  discrimination  against  State-charted 
id  banks. ..."    Thus,  the  purpose  of  this  most  recent  federal  in- 
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sat  calling*,  not  eliminate  them.  Elimination  of  callings  Is  founded  upon  ■ 
a  totally  different,  totally  unique  set  of  economic  principles.  It  Is  Intended 
for  totally  different  purposes,  and  it  represents  a  radically  new  direction 
for  federal  involvement  In  rate  ceiling  setting. 

It  hat  been  argued  that  State  usury  ceilings  have  adversely  affected 
the  sale  of  large-ticket  items,  particularly  automobiles,  and  that  removal 
of  such  obstacles  will  beneficially  stimulate  these  sagging  areas  of  our 
economy.    Whether  it  is  high  interest  rates  or  the  high  price  of  the  under- 
lying product  that  is  choking  off  auto  sales  is  difficult  to  determine.     If  It 
is  the  former,  than  clearly  rate  ceilings  should  be  eased;  however,   if  it 
is  the  latter,  relaxation  of  ceilings  will  do  little,   if  anything,  to  spur  car 
sales.     The  preemption  of  state  rate  ceilings  on  first- mortgage  lending  In 
April,   1980,  by  the  MCA  has  not  dramatically  reversed,  the  precipitous 
decline  in  residntial  housing  activity  since  its  enactment.     Nor  have  re- 
strictive rate  ceilings  so  depressed  the  sales  of  Japanese  automobiles  Oiat 

their  exports  to  this  country.     High  interest  rates  certainly  don't  help  auto- 
mobile sales,  but  it  is  far  from  clear  that     preempting  state  rate  ceilings 
will  significantly  ameliorate  the  situation. 

Finally,  one  must  consider  the  propriety  of  federal  Involvement 
in  preempting  rate  ceilings  of  differing  States  which  possess  significantly 
differing  creditor  populations  and  whose  consumer  populations  use  and 
handle  their  consumer  credit  in  widely  diverging  manners.    Arkansas 
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Sec.   531  of  the  bill  would  preempt  all  Slate  laws  which  limit  "the 

rate,  nature,  type,  amount  of,  or  the  manner  of  calculating  or  providing 
or  contracting  for  covered  charges  . . . . "    I  submit  this  language  la  ex- 
tremely broad,  especially  since  "covered  charges"  Include  ".. ,  any  olher 
compensation  paid  to  the  creditor  or  arising  out  of  the  credit  agreement 
or  transaction  for  the  use  of  credit  or  credit  services. . . ."    Many  more 
laws  than  merely  those  dealing  explicitly  with  interest  rata  ceilings 
would  be  preempted.     For  example,  the  bill  would  likely  preempt  limita- 
tions on  delinquency  charges.     "Covered  charges"  explicitly  do  not  include 
"amounts  paid  to  the  creditor  .  . .  that  are  paid  or  arise  solely  aa  the  re- 
sult of  the  failure  or  refusal  of  the  debtor  to  comply  with  the  terms  and 


□aid,   the  "terms"  of  the  agreement  may  provide  for  a  delinquency  charge 
of,  for  example,  $3.00  as  per  WIS.  STATS.    §422.203.    As  the  charge 
Is  specifically  a  "term  or  condition"  of  the  agreement,   it  may  have  arisen 
effectively  as  an  election  by  the  borrower  of  an  option  under  the  agreement, 
i.e.   to  delay  making  a  scheduled  payment  at  an  agreed-upon  charge  of  S3. 
Since  the  charge  is  specifically  agreed  to  in  the  event  of  a  certain  contem- 
plated eventuality.   It  does  not  constitue  a  "failure"  or  "renjsal"  of  the 
debtor  to  oomply  with  the  agreement,  and  thus  is  not  excludable  from 
"covered  charges." 

Similarly,  the  bill  would  preempt  State  restrictions  on  what  can 

even  encourage  the  burying  of  additional  chargee  In  credit  Insurance  which 
can  easily  be  excluded  from  the  Truth-in- Lending  disclosures  of  the  finance 
charge,  thus  subverting  the  primary  disclosure  purpose  of  the  Truth-tn- 

The  words  "failure  or  renjsal"  in  the  definition  of  "covered  charges" 
seem  to  contemplate  exempting  from  the  preemption  (  albeit  unsuccess- 
fully. In  my  opinion,   supra)  only  elements  related  to  delinquency.     Thus, 

of  the  rule  of  78's,  would  also  be  preempted.     Further,  state  restrictions 
on  front-end  fees  and  charges  would  also  be  stricken. 

'solely"  In  the  exception  lang- 
In  |  838  (a)(1)  (A).    An  on- 

X)  which  could  be  a  trigger  for 
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Sec.  534  would  authorize  the  Federal  Reserve  Board  Co  Issue 
"interpretations"  with  respect  to  Sec.  531 .     While  this  will  undoubtedly 
be  critically  Important  given  the  vagueness  of  the  Act,  left  unsaid  Is 
what,   if  any,  weight  will  be  accorded  these  Interpretations.     The  Federal 

The  result  may  wall  be  a  body  of  "interpretations"  of  mind-numbing  com- 
plexity similar  In  volume  to  Regulation  Z,  Interpreting  the  Truth- In- Lending  A 

In  conclusion,  this  Mil  *vill  permit  enormous  costs  to  be  assessed 
against  consumers  of  credit.     It  is  highly  speculative  at  best  that  any 

of  credit,   especially  since  the  evidence  indicates  no  dearth  of  credit  avail- 
ability currently.    The  bill  is  unlikely  to  ameliorate  cross -subsidies  among 
consumers  of  credit.     It  Is  likely  to  be  an  administrative  nightmare,  parti- 
pricing,  which  have  historically  been  made  by  the  various  States,  will  be 
made  by  the  federal  government,  regardless  of  the  variations  In  credit 

Thank  you  for  Inviting  me  to  comment  on  this  important  Issue. 
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>  lavs  typically  contain  special  paw 


.    .-   teres  imed  la  the 
I  and  time- pi  ice 


Competition  in   the  marketplace  among  banks.    Insurance  coapanies, 
:e>  and  loan  associations  and  similar  types  of  financial  institutions 
lequstely  protect   the  substintlal  and  financially  sophisticated 
ebb  borrower  frca  paying  Interest   rates  In  excess  of  those  that  would 
be  Indicated  by  supply  and  deaand  conditions   in  the  money  aarketa.      But 
this   type  of  protection  is  not  available  to  the  typical  applicant   for 

:e  company,   pawn  shop  or  easy-credit  merchant  because  he  does  not 

Lvc  of  the  businessaan's  alternative  lending  aourcea  having  an 

!Bt   in  his  business.      Bis  belief   is  supported  by  the  fact   that   the 

banks  and  aavlnga  and  loans  have  given  no  evidence   that  they  ate  soliciting 

business  such  as  his. 

Coapanies   that  deal   In  consume r  loans  are   in  buaineas  to  make 
money;   it   Is  not  unkind  to  observe  nor  is  it  surprising  that   they  charge 
Intereat  ratea  aa  blgh  as   the  traf   fa  will  bear  and  the  law  allows.     Our 
study  of  the  experience   in  all   fifty  states  revealed  no  case  where  con- 


s    paid    the   Maximum 
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,. 


'9,   prior  Co   the  space  of  usu 
1   their   1980  and  1981   legisla 

>   Income  taxes,   of    11. 86%.' 


itself.      More  fundamentally.    Its  passage  would  effe 
es  of  their  authority  and  responsibility  to  enact. 


tlvely  deprive 


1 
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ional 

Based  on  reports  o 
compiled  by  the  Na 
of  the  consumer  fir 

onsumer  finance  companies.  The  reports  are 

Companies  in  1979. 

July 

1,  1980,  Washington,  D.  C. 
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FEDERAL  NATIONAL  MORTGAGE  ASSOCIATION 


September    14,    1961 


Th*  Honorable  John  G.  Toner 
Chaiiaan 

Subcoaaittee  on  Financial 

Coaaittee  on  Banking,   Bousing 


Dear  Mr.   Chairaan: 

I   aa  writing   to  express  th*   strong    support  of   the  Federal   national 
Mortgage  Association    (FIMn)    for  S.   1406,    the  proposed  'Credit  De- 
regulation and  Availability  Act  of  1981."     Title  II  of  this  bill 
'~troduced  would  provide  for  a  federal  preeaptlon  of  state 
laws  on  certain  consuaer  credit  transactions,    including 
]  mortgage  real   estate  loans,  whether  secured  or  unsecured, 

FBMA   is   rearing  coapletion  of   its  development  of  a  conventionally 
financed   second   mortgage   program.      He  expect   to   implement   this 

a  in    the   near    future,    and  believe    it  will    assist   in   the 

on  of   a  national    secondary   market   for   second  mortgage  real 

is  evidence  that  the  second  aortgage  has  becoae  increasingly 
ant  in  hoae  finance.     This  is  particularly  true  now  and   in 
cent  past  when  aortgage  interest  rates  are  and  have  been  bo 
The  Department  of   Housing   and  Urban  Development  recently 
that   according   to  one  estimate   as  auch  as  one-fourth   to 
one-half  of  hoae  sales  in  some  states  now  depend  on  the  avail- 
ability of   secondary   aortgage   finance.      HDD  added   that  both  buyers 

Hers  would  benefit   fro*,   the  development  of  a   secondary 
aarket   in   second  mortgages. 

Recently    it  was  reported    that  according    to   leading   Industry   esti- 
mates,   betwsen   $15  and  $20  billion  worth  of  hoae  equity  loans 
(second   mortgagee)    were  made  nationwide    In   1980.    up  froa  an   es- 
timated  93-4  billion   in   the  nld-1970's.      Our   own   research  supports 
the  proposition  that   there   is  a  substantial  demand  for  second 
aortgage  financing,   and   that  a  national   secondary  aarket  for  these 
loana  aeeas  both  necessary  and  desirable. 
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The  Honorable  John  6.  Toner 

September  14,  1D81 


in  researching  th*  legal  questions  involved  in  develop in 


significant  problems 
restrictive  state  usury  and   * 
aid  tend  to  iapedi 
nt  problems  would 
tantlal  help  in  solving  the  ui 


invide  progra*. 

■nat-tment  of 


In  introducing  S.  1406,  Senator  Lugar  stated  that  resti 
interest  rate  ceilings  are  a  problea  of  national  scope 
portance  and  tend  to  distort  financial  markets  and  dept 
economy.  PUMA  agrees,  while  not  unsympathetic  to  the 
that  usury  laws  should  be  left  to  the  province  of  the  i 
states,    the  argument   for   stability  and   the  availabil: 


ictive 
and   ist- 


PNHA  urget 


I-.  your   Subcommittee,    the  Banking  Cm 


i   the  passage  of 
i   that  this  letter  be  made  part  of 
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